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The papers of the Fifth Annual Con- 
ference on Federal Taxes, which was 
sponsored by the University of Chicago, 
deal with such tax problems as those 
encountered in estate and trust plan- 
ning, and in partnerships—the conven- 
tional as well as the family type—and 
with the recurring problems of operat- 
ing a business and excess profits tax 
computation. The lecturers and mod- 
erators are recognized authorities 
Albert E. Arent, Leo Diamond, Dale 
H. Flagg, Robert N. Miller, Randolph 
Paul, Herman Reiling and others. Most 
of these papers will be presented in the 
big December issue. * * * * * 

In addition, the December issue will Editor 


contain the usual departments and the Sane S.. Soe 
: Washington Editor 
Lyman L. Long 
Business Manager 
George J. Zahringer 
Circulation Manager 
M. S. Hixson 
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T HIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it contains 
signed articles on tax subjects of current interest, reports on pending state tax legislation, 
interpretations of tax laws and other tax information. 


The editorial policy is to allow frank discussion of tax issues. On this basis contri- 
butions are invited. Care will be exercised in checking the accuracy of data printed, but 
responsibility is not assumed for the contents of the articles or for the opinions expressed 
therein. 


Subscription price: $6.50 per year—single copies. 60¢ 
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Administrative... 


FEDERAL 
TAXES 


As GOOD a definition as we have seen of 
the phrase “in contemplation of death” was presented in the 
instructions given to the jury in Allen v. Fahs, 52-2 ustc J 10,874 
(DC Fla.). The jury was addressed, in part, as follows: 


“The words ‘in contemplation of death’ as we use the term 
here, do not refer to the general expectation of death which all 
persons entertain. A gift, however, is made in contemplation of 
death wherever the person making it is influenced to do so by 
such an expectation of death as would prompt him to dispose of 
his property. The all-important factor is the transferor’s motive. 
Death must be ‘contemplated,’ the motive which induces the 
transfer must be the kind which leads a man to draw his will. 


“It is a condition of body and mind that naturally gives rise 
to the feeling that death will inevitably surrender ownership of 
his property and, if the inevitability of death is the impelling 
motive of the donor which causes him to transfer by gift his 
property in lieu of permitting the title to his property to vest at 
his death by the law of descent and distribution or by his last 
will and testament, then such a gift or transfer would be made in 
contemplation of death and would be taxed as the estate of the 
donor at his death. 


“It must be borne in mind, however, that such condition of 
mind must exist at the time of the gift or transfer.” 


: LouIsIANA does not require a husband to 
support his wife after divorce. A divorced wife received monthly 
payments under a settlement agreement which had been approved 
by the Louisiana court granting the divorce. She claimed that 
such payments did not constitute income taxable to her. This 
claim was rejected as “these payments were made subsequent 
to the decree and pursuant to an agreement incident to a divorce, 
and . . . they discharged a legal obligation resulting from the 
marital relationship. .. .” They were deductible by the husband 
and thus, it was “inescapable” that they were chargeable to the 
wife.—Harris, CCH Dec. 19,161(M), 11 TCM 895. 
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Interpretations 










A WIFE instituted proceedings for a legal 
separation. These proceedings were suspended and, instead, the 
husband and wife entered into a voluntary separation agreement, 
the wife refusing to give her husband a divorce. Later he obtained 
a divorce in another state, she not being a party to the action. 
Payments received by the wife under the separation agreement 
were not taxable to her since the agreement “was not entered 
into as an incident to a divorce but as a substitute for a divorce 
or legal separation.” —Moses, CCH Dec. 19,190, 18 T-C —, No. 128. 


A HUSBAND withdrew from active partici- 
pation in a corporation selling insurance and at the same time 
his wife and daughter disposed of their stock interests (one half) 
to the corporation. He still was in a position to influence renewals 
of insurance for the corporation and, on that basis, negotiated the 
withdrawal agreement which provided, among other things, that 
his wife should receive one half of certain renewal commissions 
during a stated period. She reported these payments as income 
but her husband was held taxable because he had been in a posi- 
tion to make them payable to himself, if he had so desired, but, 
instead, he had arranged that they be paid to her—Beamsley, 
CCH Dec. 19,185, 18 TC —, No. 124. 


A DUMMY corporation may fool creditors— 
but with the Commissioner (and the courts) fact, not form, is 
decisive . . . A restaurant owner set up a corporation to avoid 
attachment by his creditors; he was the real owner of all its 
capital stock, completely controlled the corporation and com- 
manded the income. In 1946, after the corporation had ceased 
to do business, he withdrew the assets for personal use but did 
not file a personal income tax return for 1946. On these facts, a 
conviction under Section 145, for willfully failing to submit a 
return for 1946, was sustained.—Clawson v. U. S., 52-2 ustc 
7 9479 (CA-9). 


On CREDIT SALES of jewelry an addi- 
tional charge of 10 per cent of the listed price was added. If 
payment was made within a certain time, a discount amounting 
to the additional charge was allowed. Contrary to the seller’s 
contentions, such charge was not a finance or carrying charge. 
It was not confined to and was not truly representative of the 
added expense imposed upon the seller by installment selling. 
It was, therefore, part of the price which was subject to the excise 
tax on jewelry imposed by Section 2400 of the Code.—Berman’s 


Jewelry Store Inc. v. U. S., 52-2 ustc J 9483 (CA-4). 
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AN EMPLOYEE who was the father and 
father-in-law of the owners of the business received, on retire- 
ment, a pension of $50 per week. During his period of employ- 
ment—from 1917 to 1942—he had been a diligent employee applying 
himself assiduously to his work and, during the depression, had 
taken a cut in pay when other employees had not. The pension 
was paid to make up for the time it was felt he was underpaid. 
Although pensions were not paid to other employees, it was ruled 
that the amount was reasonable and that the pension was deduct- 


ible as a business expense.—Jacobs, CCH Dec. 19,184(M), 11 
TCM 931. 


Dow’ SHOOT that old nag if it keeps on 
losing. It may still produce a profit. In Jackson, CCH Dec. 
19,191(M), 11 TCM 939, the owner of some trotting horses sold, 
at a profit, one which had never won a race. Having had the 
horse for more than six months, he was entitled to capital gains 
treatment on the profit, since his was an “integral indivisible 
business . . . of owning, training, racing, and breeding race 
horses.” Such horses were also depreciable. 


W HERE a foreign corporation is engaged 
in business in another state (delivery of goods to customers and 
solicitation of such customers by mail), the latter state may prop- 
erly attach a delivery truck of the corporation to secure payment 
of a state use tax imposed on the purchase of personal property, 
the seller being responsible for collecting the tax. It was “en- 
gaged in business” under the state use tax act, although it may 
not have been “doing business” there so as to be subject to the 
local jurisdiction for the purpose of serving of process and suit 
in the state—State of Maryland v. Miller Brothers Company, CCH 
MARYLAND STATE Tax Reports {[ 64-524 (Super. Ct.). 


ACKNOWLEDGEMENT is, in California, 
sufficient to establish paternity even though, in England, maternity 
may be a matter of fact and paternity always a matter of opinion. 
Accordingly, where an illegitimate child was acknowledged by 
decedent to be his child, it was as if the child had been born in 
lawful wedlock and, under the California Inheritance Tax Act, 
such child is entitled to the rate and exemption of a “Class A” 
transferee, being of the lineal issue of the decedent.—Estate of 
W. Sweed, CCH INHERITANCE ESTATE AND GIFt TAx REPORTS 
7 17,625 (Super. Ct., Calif.). 
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Supreme Court Slashes Docket. . . 


Stamp Tax Regulations Amended . . . 


New Income Tax Forms 


Washington Tax Talk 


The Supreme Court 


On Monday, October 13, the United 
States Supreme Court slashed 16 of 27 fed- 
eral tax cases from its docket. Remaining 
after the arbitrary action of the Court were 
four cases which had previously been ap- 
proved for hearing, three cases which the 
Court agreed to hear, one case where it 
noted jurisdiction and three cases on which 
no decision was announced. 


Of the nine state tax cases which were on 
the docket, a hearing was denied in only one 


case. Action was taken on six cases and - 


no decision was announced on the remaining 
two cases, 


Brief summaries of all the cases were 
made in this section last month. Because 
of space limitations, no attempt will be made 
here to more than list the cases after the spe- 
cific action taken upon them. 


Federal Tax Cases: 


Certiorari previously granted: Alison v. 
U. S.; Arrowsmith, Executor v. Commissioner ; 
U. S. v. Beacon Brass Company, Inc.; and 
Stevenson-Chislett, Inc. v. U. S. 


Certiorari granted: Healey v. Commission- 
er; Commissioner v. Smith; and Western Pa- 
cific Railroad Corporation et al. v. Western 
Pacific Railroad Company et al. 


Jurisdiction noted: 


Joseph. 


Certiorari denied: Advance Machinery Ex- 
change, Inc. v. Commissioner; Beck v. Com- 
missioner; 58th Street Plaza Theatre, Inc. v. 
Commissioner; Girard Trust Corn Exchange 
Bank, Trustee (Welsh Trust) v. Commission- 
er; Hardenbergh, I. B. v. Commissioner; 
Hauptfuhrer, Estate of H. v. Commissioner; 
Herberger et al. v. Commissioner; Jefferson 
Lake Sulphur Company v. U. S.; Norwitt v. 
U. S.; Ochs v. Commissioner; Roles v. Earle; 
State of California et al. v. U. S.; Steen, R. F. 
v. U. S.; Stoehr, Etc. v. U. S.; Taylor v. 
Commissioner ; and White v. Commissioner. 


Washington Tax Talk 


U. S. v. Kahriger, 


No action announced: Centracchio v. Gar- 
rity; Roberts Dairy Company v. Commissioner ; 
and Watson et al. v. Commissioner. 


State Tax Cases: 
Certiorari granted: Bailess v. Paukune. 


Jurisdiction noted: Bode v. Barrett; Co- 
ordinated Transport v. Barrett; and Clements 
v. Gospodonovich. 


Dismissed per curiam: Motors Insurance 
Company v. Robinson. (Dismissed for want 
of a substantial federal question.) 


. Certiorari denied: Goodyear Tire and Rub- 
ber Company, Inc. v. Tierney. 


Other action: Chicago v. Willett Company. 
(Motion granted to consider transcripts of 
records and briefs filed in prior causes as 
having been filed in this cause.) 


No action announced: Howard v. Commis- 
stoners; and Cass v. Dameron. 


New Court Clerk Appointed.—Harold B. 
Willey has been named to the position of 
Clerk of the Supreme Court. He succeeds 
Charles Elmore Cropley, who died last June 
17. Willey is the eleventh person to hold 
the position. He has spent some 28 years 
in the service of the Court. He served as 
an assistant clerk while studying law at 
George Washington University School of 
Law. He was admitted to the Supreme 
Court bar in 1935 and was appointed a 
deputy clerk in 1941. 


The Secretary 


Stamp Tax Regulations Amended.—The 
federal stamp tax regulations have been 
amended by T. D. 5931, approved September 
9, 1952. The amendments include the incor- 
poration into the regulations of the exemp- 
tion from the stamp tax of stock transfers 
made by insurance companies to secure per- 
formance of obligations, and provisions for 
the sale of new denominations of documen- 
tary stamps and for the discontinuance of 
stock transfer stamps. The new denomina- 
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tions of documentary stamps to be issued are 
as follows: 55 cents, $1.10, $1.65, $2.20, 
$2.75, $3.30, $2,500, $5,000 and $10,000. 


The Bureau 


Reorganization Continued.—Four new re- 
organized internal revenue districts were 
installed in October, thus raising to eight 
the total number of districts reorganized 
since the program began. 


The six New England states have been 
grouped together with headquarters at 
Boston. Thomas E. Doyle was installed as 
district commissioner on October 6. Di- 
rectors’ offices will be located at Boston; 
Portsmouth, New Hampshire; Providence, 
Rhode Island; Burlington, Vermont; August, 
Maine; and Hartford, Connecticut. 


Headquarters for the other three districts 
created recently were St. Paul, Minnesota; 
Atlanta, Georgia; and Louisville, Kentucky. 
Names of the officials for these new districts 
were not available at press time. 


The St. Paul district includes the states 
of Minnesota, Nebraska, North Dakota, 
South Dakota and Iowa. Installation was 
October 20. 


The Atlanta district includes the states 
of Georgia, Florida, North Carolina and 
South Carolina. Installation took place 
October 23. 


The Louisville district includes the states 
of Kentucky, Indiana and Tennessee. Offi- 
cials were installed October 24. 


On October 21, the State of Wisconsin 
was added to the recently formed Illinois 
district. Offices of the Wisconsin director 
are located in Milwaukee. 


The four previously reorganized districts 
were the Illinois district, the New York 
City district, the Baltimore district and the 
Buffalo district (upstate New York). The 
district commissioner for the Buffalo district 
(not previously announced) is Alfred W. 
Fleming. 


Assistant Commissioner Delegates Func- 
tions—The head of the Bureau’s appellate 
division was delegated the function of ac- 
cepting compromise offers where the unpaid 
taxes are less than $500 in Operations Re- 
organization Order No. 6, dated September 
30, 1952, and effective August 11, 1952. The 
order delegated various functions to the 
heads of the appellate, audit, collection, and 
alcohol and tobacco tax divisions. It was 
signed by Assistant Commissioner Justin 
F. Winkle. 


Besides the acceptance of compromise 
offers in minor cases, functions delegated 


to the head of the appellate division in- 
cluded: the authority to sign the assistant 
commissioner’s name to acceptances of the 
waiver of the statutory period of limitations 
in offers of compromise; the signing of 
letters granting or denying extensions of 
time to pay taxes (except estate and gift 
taxes); and certain functions with respect 
to closing agreements relating only to tax 
liability for past taxable periods. 


The function of signing Form 7878, re- 
lating to offers-in-compromise cases involv- 
ing unpaid taxes less than $500, was delegated 
to the heads of the audit, collection, and 
alcohol and tobacco tax divisions. 


The function of signing letters granting 
or denying extensions of time to pay estate 
and gift taxes was delegated to the head of 
the audit division, 


The order also permits the heads of the 
various divisions to further delegate these 
functions to employees under their control. 


1952 Individual Forms Released.—The 
Bureau has released the 1952 individual in- 
come tax return forms well in advance of 
the tax man’s busy season during the first 
two and one-half months of 1953. 


The forms are: Form 1040, the Indi- 
vidual Income Tax Return; Form 1040 F, 
the Schedule of Farm Income and Ex- 
penses; Schedule D (Form 1040), Gains 
and Losses from -Sales or Exchanges of 
Property; and Form 1040A, the Employee’s 
Optional Individual Return. 


This year will see nationwide distribution 
of “packaged” forms which consist of a 
booklet containing both instructions and de- 
tachable forms in duplicate. Three separate 
packages will be distributed, based on the 
return filed by the taxpayer in 1951. 


Added to the instructions this year will 
be an explanation of the “head of house- 
hold” benefit. The title “Director” is sub- 
stituted for the old “Collector.” 


Inclusion of the new 20 per cent ceiling 
on charitable contributions (page 3 of Form 
1040) will cause some taxpayers to avoid 
the “standard deduction” this year. Higher 
tax rates, as provided by the 1951 Revenue 
Act, will be reflected in the tables. 


A remodeling of Schedule D reflects the 
revisions in the capital gain and loss provi- 
sions made by the 1951 Act and the higher 
alternative tax rate of 26 per cent. 


Extra copies of the above forms will be 
available in the offices of directors and col- 
lectors in the latter part of November. 
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The TAX MAGAZINE 


Dividing a Business 


By CECIL J. McCAFFREY, New York Attorney 


DIVIDING A BUSINESS 


INTO SEPARATE ENTITIES MAY PRODUCE 


TAX ADVANTAGES. HOWEVER, TO SATISFY THE COMMISSIONER AND 
THE COURTS, THE DIVISION MUST. STAND UP TO TWO TESTS: THE 


“BUSINESS PURPOSE” TEST AND 


TS being what they are, and very 
high at that, division of a business into 
two Or more separate taxable entities can 
be very advantageous. Of course, the busi- 
ness has to be readily divisible, and there 
should be other good reasons besides taxes 
for making the division. But given the 
characteristic of divisibility and the other 
good reasons, the division can materially 
reduce the total taxes to be paid by the 
business and its owners. 


On the tax liability, the Commissioner 
can attack the division on two counts: (1) 
He can claim the newly created entity is 
a sham, thus making the old entity taxable 
on the entire income of the business; or 
(2) if he fails in this, he can claim the books 
of the two entities do not clearly reflect 
the income of each and, by using his power 
under Section 45 of the Internal Revenue 
Code, can allocate a part of the income and 
deductions of the new entity to the old one, 
thus lessening the tax benefits resulting 
from having two entities. 


It is, of course, important in any case to 
make sure the Commissioner does not suc- 
ceed. But it is particularly important that 
he does not succeed if the case happens 


Dividing a Business 


THE ‘‘BUSINESS ACTIVITY’ TEST 


to be one where part of the business of a 
closely held corporation is transferred to 
either a partnership composed of the stock- 
holders or, if the corporation is a “one man” 
organization, to that man as sole proprietor. - 
In such a setup, the partners or sole pro- 
prietor, as the case may be, will receive 
directly all of the income earned by the 
part of the business that was transferred 
out of the corporation. There will be no 
opportunity to retain any part of it in the 
corporation. If the plan works, that is fine; 
the owners will have received part of the 
total income of the business without the 
additional corporate tax that would have 
been due if the corporation had received 
that part first and it had been paid to them 
as dividends. But if the Commissioner suc- 
ceeds in having the corporation held the 
owner of this income, he will tax it first to 
the corporation and then to the stockholders 
as if it had been distributed to them as divi- 
dends. Since the stockholders might have 
been able to avoid the individual tax by 
holding this income in the corporation if 
they had not divided the business, the re- 
sulting total tax liability may be greater 
than it would have been if the division had 
not been made. 
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The new entity is a genuine, separate en- 
tity for tax purposes if it passes the “busi- 
ness purpose” test. The Commissioner can 
be kept from reallocating income and ex- 
penses under Section 45 by careful account- 
ing and management, particularly with respect 
to financial dealings between the two entities. 


The new entity can pass the “business 
purpose” test by engaging in business ac- 
tivity as a separate business. This is the 
same principle as the one applied in deter- 
mining whether a corporate reorganization 
has a “business purpose” (discussed by the 
writer in “ ‘Business Purpose’—or ‘Business 
Continuation’?” Taxes, March, 1952, at 
page 187). In a reorganization, the resulting 
corporation must carry on the business of 
the reorganized corporation; in the division 
of a business, the new entity must carry 
on the part of the business transferred to it. 


Moline Properties Case 


The “business purpose” doctrine, as it 
applies to the division of a business, origi- 
nated in a decision by the United States 
Supreme Court, Moline Properties, Inc. v. 
Commissioner, 43-1 ustc { 9464, 319 U. S. 
436—just as the same doctrine for reorgani- 
zations originated in another Supreme Court 
decision, Gregory v. Helvering, 35-1 ustc 
7 9043, 293 U. S. 465. 


In the Moline Properties case, a Mr. Thomp- 
son organized a corporation to assume cer- 
tain mortgages on his Florida real estate. 
He wished to borrow more money from 
the mortgagee in order to pay overdue taxes 
on the real estate. The corporation arrange- 
ment was suggested by the mortgagee to 
protect his own interest. The corporation 
received the property from Mr. Thompson 
in exchange for its stock, and assumed the 
mortgages. Mr. Thompson then transferred 
the stock to the mortgagee as security for 
the new loan. This occurred in 1928. In 
1933, Mr. Thompson paid off the new loan, 
refinanced the mortgages with a different 
mortgagee, and regained control of the 
corporation. Between 1934 and 1936, the 
realty held by the corporation was sold, 
part of the proceeds being used to pay off 
the mortgages. However, there was still a 
gain and the question was: Should this gain 
be taxed to the corporation as a separate 
entity or to Mr. Thompson on the theory 
that the corporation was his agent? 


Other than assuming the mortgages, the 
only acts done by the corporation were to 
defend against one suit and institute an- 
other, and to rent part of the property for 


one year as a parking lot. Mr. Thompson 
paid the expenses of the suit that was in- 
stituted. The corporation kept no books, 
maintained no bank account and owned 
no other assets. It continued in existence 
after the final sale of property in 1936, al- 
though it did no further business. 


On these facts, the Court held that the 
corporation was a separate entity, taxable 
on the gain from the sales. The Court 
stressed the fact that Mr. Thompson created 
the corporation to perform a special func- 
tion under pressure from creditors, that 
the refinancing of the mortgages and the 
renting as a parking lot were business ven- 
tures entered into by the corporation, and 
that even after disposition of all its property 
the corporation remained in existence ready 
again to serve Mr. Thompson’s business 
interests. 


However, it is not Mr. Thompson’s cor- 
poration that we are chiefly concerned 
with in this article but rather what the 
Court had to say about “business purposes.” 
Here are the Court’s words: 


“The doctrine of corporate entity fills a 
useful purpose in business life. Whether the 
purpose be to gain an advantage under the 
law of the state of incorporation or to avoid 
or to comply with the demands of creditors 
or to serve the creator’s personal or undis- 
closed convenience, so long as that purpose 
is the equivalent of business activity or is 
followed by the carrying on of business by 
the corporation, the corporation remains a 
separate taxable entity.” 


This is a plain statement that the separate 
entity of the corporation will be recognized 
so long as it carries on business, regardless 
of why it was organized. 


Note in the above quotation the reference 
to the creator’s “undisclosed convenience.” 
Note also the words “so long as that purpose 
is the equivalent of business activity or is fol- 
lowed by the carrying on of business.” The 
Court is saying that if the corporation car- 
ries on business, it will not concern itself 
with the purpose. Perhaps the courts would 
like to have “purpose” as the test. But 
nobody can look into the minds of these 
taxpayers to see what is going on there. 
These men can state that they are moti- 
vated by business reasons, and they can 
introduce certain factors into the trans- 
action that will make it appear that their 
sole purpose is to accomplish some business 
objective. But the only thing that will show 
their real objectives is their subsequent acts. 
Therefore, the Court concentrates on these 
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acts. If they organized or reorganized for 
business reasons, then they will proceed to 
carry on business in the resulting entity; if 
they do not proceed to carry on business, 
then they must have organized or reorgan- 
ized for reasons having nothing to do with 
business or, as the Gregory case put it, “hav- 
ing no relation to the business.” 


Paymer v. Commissioner 


Of all the cases involving “separate en- 
tity,” the one in which “purpose” was most 
frankly ignored in arriving at a decision is 
Paymer v. Commissioner, 45-2 ustc J 9353, 150 
F. (2d) 334 (CCA-2). In that case, two 
brothers who operated a real estate business 
as a partnership brought about the transfer 
of partnership real estate to two newly 
organized corporations in order to prevent 
possible attachment by the creditors of one 
of them who was in default on two debts. 
The brothers took ownership of all of the 
stock of the two corporations. The minutes 
of each organization meeting stated that the 
corporation was a mere title holder organ- 
ized solely for the convenience of the 


brothers; and that the brothers retained the’ 


beneficial interest in the property, the man- 
agement and control of it, and the right to 
the profits. 


The brothers continued to operate the 
property as though it still belonged to the 
partnership, depositing the income in the part- 
nership’s bank account, and using it as 
they pleased. Neither corporation ever had 
an office or bank account, and neither held 
any meetings or elected any officers or di- 
rectors after the organization meeting at 
which the brothers were elected officers. 
The existing leases on the realty were not 
conveyed to the corporations. One of the 
corporations did nothing at all with respect 
to the property held by it; the other did 
borrow $50,000 and, as part security, as- 
signed to the lender all the lessor’s rights, 
profits and interest in two leases on the 
property and covenanted that they were in 
full force and effect and that it was the 
sole lessor. 


The court of appeals recognized the sepa- 
rate entity of the corporation that had made 
the loan, but not that of the other corporation. 
The court justified the difference on the 
ground that the making of the loan by the 
one corporation was sufficient reason to 
hold that it had engaged in business while 
the other corporation had been a mere pas- 
sive dummy title holder throughout. Rejec- 
tion of “purpose” as the test appears in a 
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statement in the opinion. In justifying its 
decision that Raymep (the corporation that 
made the loan) was a separate taxable en- 
tity, the court said: 


“Though Raymep was organized solely 
to deter creditors of one of the partners, it 
apparently was impossible or impracticable 
to use it solely for that purpose when it 
became necessary or desirable to secure the 
above mentioned loan in a substantial amount.” 


The court then went on to say that, al- 
though the making of the loan was less 
business activity than in some other cases, 
it was sufficient to justify treating Raymep 
as a separate taxable entity. 


You may feel that the Second Circuit was 
splitting hairs when it drew a distinction 
between the two corporations on the basis 
of one isolated transaction. But, whatever 
you may think about the wisdom of the 
court’s judgment, there can be no doubt 
but that it definitely rejected “business pur- 
pose” as the test of a separate corporate 
entity in favor of “business activity.” 


National Investors Case 


We have noted the paradox in the fact 
that the two Supreme Court cases, Gregory 
and Moline Properties, which are the source 
of the “business purpose” concept actually 
were decided on the basis of the business 
activity of the new corporation rather than 
the purpose behind its creation. Some in- 
teresting light on the reason why the use of 
the expression “business purpose,” as used 
in these two cases, has assumed so much im- 
portance with the passing of time is shed 
by the opinion of the court of appeals in 
National Investors Corporation v. Hoey, 44-2 
ustc J 9407, 144 F. (2d) 466 (CCA-2). 


In the National Investors case, National 
Investors Corporation formed a new corpo- 
ration to unite it with three subsidiaries in 
a single corporation. However, the stock- 
holders rejected the plan. The newly created 
corporation remained in existence for about 
a year and was then liquidated. Meanwhile, 
the assets which National Investors Cor- 
poration had transferred to the new corpo- 
ration declined in value. As a result, Na- 


_ tional Investors Corporation received back 


less than it had transferred to the new cor- 
poration. It claimed a loss on the liquidation. 


The court of appeals did not allow the 
loss. It conceded that the new corporation 
had been engaged in business activity while 
it was the means of consolidating the business 
and was receiving assets for that pur- 
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pose. During this period, it was a tax en- 
tity and a tax loss could be sustained in 
a transaction with it. However, once the 
plan had been rejected by the stockholders, 
the new corporation had no further function 
and was no longer engaged in business ac- 
tivity. Consequently, there could be no tax 
loss on a subsequent transaction with it. The 
court would allow any loss sustained for a 
reasonable time after the rejection, on the 
ground that a reasonable period of time to 
complete the liquidation was necessary. But 
it could see no good reason for the delay of 
a year. 


The court of appeals seems to have felt 
that tax considerations might have been 
the reason for the delay in putting through 
the liquidation. At least it was not con- 
vinced that tax considerations were not the 
reason for the delay. The transferred assets 
had declined some in value and there might 
have been expectations that the value would 
decline some more. If so, the longer the 
liquidation was postponed, the greater would 
be the loss. 


The court of appeals referred in its opinion 
to the fact that the Gregory and Moline Prop- 
erties cases are sometimes understood to stand 
for the proposition that a motive to avoid 
taxes is never relevant in deciding whether 
a reorganization or a new entity should be 
taxed. The court did not agree that the 
Gregory and Moline Properties decisions should 
be so interpreted. It stated its own inter- 
pretation of the rule of these cases this 
way: 

"s it merely declares that to be a 
separate jural person for purposes of taxa- 
tion, a corporation must engage in some 
industrial, commercial, or other activity 
besides avoiding taxation: in other words, 
that the term ‘corporation’ will be inter- 
preted to mean a corporation which does 
some ‘business’ in the ordinary meaning; 
and that escaping taxation is not ‘business’ 
in the ordinary meaning.” 


This brings us right back to the proposi- 
tion that the courts will not permit use of 
the corporate fiction solely to escape taxes 
and without business objectives. However, 
if a resulting or new entity engages in the 
business activity to be expected of it, the 
courts will assume that legitimate business 
reasons were present and not merely tax avoid- 
ance reasons. In such case, the court will 
not fault the taxpayer merely because he 
was also taking advantage of an opportunity 
to save taxes. 


Neither of the two cases cited above as 
authority for the principle that “business 


activity” and not “business purpose” is the 
vital requirement, the Moline Properties and 
Paymer cases, presented exactly the same prob- 
lem as the one we are dealing with here. 
In both those cases, the people involved 
set up corporations for reasons of business 
and then, later on, tried to deny their own 
creations in order to gain a tax advantage. 
In such a situation, there were bound to be 
considerations of estoppel present in the 
decision—although both cases were decided 
on the facts. The Supreme Court stated 
the estoppel principle for such cases in Hig- 
gins v. Smith, 40-1 ustc 79160, 308 U. S. 
473, saying: “A taxpayer is free to adopt 
such organization for his affairs as he may 
choose and having elected to do some busi- 
ness as a corporation, he must accept the 
tax disadvantages.” 


No Rigid Policy 
of Estopping Taxpayer 


We are dealing here with a different sort 
of problem. In our case, the taxpayer is 
not trying to upset for tax reasons something 
he created for business reasons; rather he 
is trying to maintain for tax purposes 
something he says he created for business 
reasons. Consequently, the question of 
whether he should be estopped is not present. 
The question then is: Do the courts apply 
the same principles when the question of 
estoppel is not present as they do when it 
is? Or, to put it another way, did the courts 
recognize the corporations, in the Moline 
Properties and Paymer cases, upon a showing 
only of “business activity,” solely because 
they wished to estop the taxpayer? 


The answer is that the courts apply the 
same principle in all cases, regardless of the 
estoppel issue, and treat “business activity” 
as the test when the taxpayer is fighting 
for the recognition of his creation for tax 
purposes the same as they do when he is 
fighting against it. As proof that there is 
no rigid policy of estopping the taxpayer, 
the taxpayers defeated the separate tax 
status of their own creations in 112 West 
59th Street Corporation v. Helvering, 3 ustc 
7 1181, 68 F. (2d) 397 (CA of DC); North 
Jersey Title Insurance Company v. Commis- 
sioner, 36-2 ustc J 9396, 84 F. (2d) 898 (CCA- 
3); and U. S. v. Brager Building and Land 
Corporation, 41-2 ustc J 9799, 124 F. (2d) 
349 (CCA-4). And quotations from three 
Tax Court cases offer ample evidence to 
show that stockholders of a corporation who 
organize a partnership to take over part of 
their business can have the partnership 
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recognized as a separate entity by showing 
that it operated as a separate business entity, 
regardless of the reasons for establishing it. 


In Buffalo Meter Company, CCH Dec. 
16,214, 10 TC 83, a partnership formed by 
the stockholders of a corporation engaged 
in manufacturing and selling liquid meters, 
to take over the assembling and selling 
activities, was recognized as a separate 
entity. The Tax Court said: “The partners 
had what in their opinion were sound busi- 
ness reasons for organizing the partnership. 
The important consideration is that the part- 
nership was real for all purposes and that 
it has at all times functioned as an entirely 
separate economic entity.” In Fair Price 
Stations, Inc., CCH Dec. 15,189(M), 5 TCM 
401, a partnership formed by stockholders to 
sell gasoline, using for this purpose gas 
stations rented by it from the corporation, 
was recognized as a separate entity. The 
Tax Court said: “We are affected here 
more by what has actually happened than 
by the perhaps mixed motives for setting 
up the partnership. . . . Regardless of tax 
motives entering into consideration in the 
beginning, this partnership has in fact trans- 
acted business on no small scale.” ' 
John Wachtel Corporation, CCH Dec. 14,683 
(M), 4 TCM 768, a partnership organized 
by three brothers (who were the principal 
stockholders) to take over the corporation’s 
activities on a rental arrangement in order 
to save their two sisters (who were the 
other stockholders) from further financial 
involvement, was recognized as a separate 
entity. The Tax Court said: “We know of 
no law which prevents stockholders of a 
corporation from changing the operation 
of a business by a corporation to operation 
by a partnership. That is frequently done; 
and if the purpose is to avoid burdensome 
corporate taxes, it is not, by reason of that 
fact alone, invalid.” The Commissioner’s 
acquiescence in the Buffalo Meter decision 
shows he does not dispute these principles. 


Elgin Building Corporation, CCH Dec. 
16,831(M), 8 TCM 114 provides a striking 
example of the tendency to decide upon the 
basis of “activity” rather than “purpose.” 
In this case, the stockholders of three cor- 
porations dealing in defense housing, or- 


ganized a partnership to receive property _ 


from the corporations and transfer it to 
the purchasers. The purpose was to avoid 
the necessity of three sets of books to record 
the sales, and three bank accounts. In cases 
where there was a sale pending or a definite 
purchaser in mind, the particular corpora- 
tion would make the transfer directly to 
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And in 


the purchaser. But where there was no sale 
pending and no prospective purchaser, but 
merely a general intention to sell, the corpo- 
rations gave up all their rights of ownership 
to the partnership. 


The corporations claimed that, not only 
were they not taxable on the profits from 
sales where they had given up all right of 
ownership to the partnership, but also that 
they were not taxable where they had made 
the transfer directly to the purchaser. They 
claimed that, in these latter cases, the part- 
nership was the equitable owner and they 
were merely nominees to hold and transfer 
legal title. 


The Tax Court based its decision on 
“what was done” rather than on “intent.” 
It held that the corporation was taxable 
where it had transferred title directly to the 
purchaser, but not where it had given up to 
the partnership all right of ownership. 


The court did not really come to grips 
with the question of whether or not the 
partnership was a genuine entity for tax 
purposes. It stated that the record was con- 
fusing and so it chose to base its decision 
on expediency. Nevertheless, forced to make 
a decision, it disregarded entirely the “pur- 
pose” for which the partnership was formed 
and differentiated between the various sales 
by separating the property with respect to 
which the partnership had engaged in “busi- 
ness activity” from that with respect to 
which it had not performed any “business” 
acts. Where the partnership had taken over 
the property and had arranged the sale, its 
character as an intervening entity was rec- 
ognized and the corporation was relieved of 
liability for tax. But where it took no active 
part in the sale, it was ignored and the cor- 
poration was taxed. 


What Is Acceptable 
as “Business Activity”’ 


Starting then with ‘the proposition that 
the new entity will be recognized as a sepa- 
rate taxpayer if it engages in “business 
activity,” let us take a look at what has 
been accepted as sufficient in the way of 
“business activity.” 


A division of the business such as was 
made in Buffalo Meter Company, above, is 
just about certain to pass muster. The busi- 
ness was the manufacture and sale of liquid 
meters. The partnership took over the as- 
sembly and sales activities, the corporation 
retaining the foundry where brass ingots 
were made into castings. The corporation 
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“We do not think that it is indispensable 
to bind the optionee by an employment 
contract but there must be some circum- 
stance which may reasonably be regarded 
as sufficient to insure that the corporation 
will receive that which it desires to obtain 
by granting the options.'"—Kerbs v. Cali- 
fornia Eastern Airways, Inc., 90 Atl. (2d) 
652 (S. Ct. Del., July 17, 1952). 


rented floor space and machinery to the 
partnership at a fair rental and sold its 
output of castings to it at market prices. 
The partnership then assembled the meters 
and sold them. The partnership sold back 
to the corporation, also at market prices, the 
brass scraps from the machine work it did 
on the castings. The Tax Court held that 
the corporation and the partnership were 
separate entities, saying: “This was in no 
sense an unnatural division. The foundry 
and manufacturing operations were not in- 
terdependent. Either might have existed 
independently of the other.” 


Any division between manufacturing and 
sales should qualify as “natural,” and tax- 
payers who organized a separate entity to 
take over the sales end of their business 
have been successful taxwise. For example, 
there are: Seminole Flavor Company, CCH 
Dec. 14,511, 4 TC 1215—stockholders of a 
corporation manufacturing flavor extracts 
for soft drinks, organized a partnership to 
take over the advertising and merchandising 
in order to improve sales to the processors 
who made the drinks; Chelsea Products, Inc., 
CCH Dec. 18,240, 16 TC 840—a corporation 
manufacturing fans and blowers, organized 
three separate sales subsidiaries, each one 
to take over a separate territory; Estate of 
Julius T. Byrne, CCH Dec. 18,328, 16 TC 
1234—the main stockholder took engineering 
service and sales out of a corporation and 
operated as a sole proprietor, leaving the 
manufacturing end in the corporation. 


However, it is not necessary to draw the 
line between two separate and distinct 
activities, such as manufacturing and sales. 
For example, in Miles-Conley Company, 
Inc., CCH Dec. 16,368, 10 TC 754, the op- 
erator of a “one-man” corporation doing 
a commission business buying and selling 
fruits and vegetables, transferred the vege- 
table business to himself and thereafter 
operated it as sole proprietor, retaining the 
fruit business in the corporation. It had 
become the custom to specialize in either 
fruits or vegetables and this may have been 
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the reason for making the change. This 
corporation’s fruit business was becoming 
more important than its vegetable business 
and the idea may have been to turn the 
corporation into a specialist in fruits by 
removing its vegetable department. At any 
rate, the Tax Court held that the corpora- 
tion and the sole proprietorship were separate 
taxable entities. The main assets of both 
were cash and the owner’s services, and 
since he put new cash from his own pocket 
into the vegetable business when he took 
it out of the corporation and since he con- 
tinued to serve both businesses, the court 
decided they were two separate businesses. 
This was a pretty close one. It is probable 
that the thing that tipped the balance in 
the taxpayer’s favor was the fact that the 
owner founded his new vegetable business 
on fresh cash from his own pocket rather 
than on old cash from his corporation’s kitty. 


The Standard Fruit Product Company, CCH 
Dec. 17,159(M), 8 TCM 733, where the 
division was also based on products, involved 
products that are even more closely related 
to each other than are fruits and vegetables. 
Here the products were chocolate and choco- 
late substitutes. The corporation manufac- 
tured and sold fruit, nut and chocolate products 
such as are used in the ice cream and soda 
fountain trade. A wartime shortage of 
chocolate reduced the corporation’s sup- 
ply and caused it to resort to using substitutes. 
This hurt the corporation’s good will; never- 
theless, it was necessary to keep its cus- 
tomers in business during the emergency. 
The stockholders solved the problem by 
organizing a partnership to operate as the 
outlet for the substitutes. The corporation 
manufactured the substitutes for the part- 
nership after first making its own pure 
product to the extent it was able with its 
limited supply of ingredients. When the 
need for the substitutes ended, the partner- 
ship was dissolved. The Tax Court held 
that the corporation and partnership were 
separate taxable entities. 


In Denning and Company, Inc. v. Commis- 
sioner, 50-1 ustc $9180, 180 F. (2d) 288 
(CA-10), the separate identities of a corpo- 
ration and partnership were recognized even 
though they dealt in the same product in 
the same way. This was pretty much a 
family corporation, consisting of a father, 
a mother and their son and daughter. Alto- 
gether, the family owned 75 per cent of the 
stock, with the father owning 58 per cent. 
The father was the main stockholder; the 
mother and the two children were minority 
stockholders. The business was buying and 
selling broom corn. The mother had sepa- 
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rate capital of her own and knew the busi- 
ness and wanted to use her own capital and 
“know how.” Consequently, she and the 
two children went into the same business 
as partners. The father was not a member 
of the partnership although, as the patriarch, 
he dominated it. Like the Miles-Conley case, 
the fact that the new business was operated 
with new cash was an important factor in 
the favorable decision for the taxpayer. 


Entire Business Transferred 
to New Entity 


There is an interesting point in connection 
with the decisions in three cases: Twin Oaks 
Company v. Commissioner, 50-2 ustc J 9398, 
183 F. (2d) 385 (CA-9) ; John Wachtel Cor- 
poration, above; and Coca-Cola Bottling Com- 
pany, CCH Dec. 18,450, 17 TC —, No. 16. 
In these three cases, instead of the busi- 
ness being divided between a new entity 
and the old one, the entire business was 
transferred to the new entity. In the Twin 
Oaks and Wachtel cases, the corporation 
retained only the real estate which it leased 
to the partnership. The Coca-Cola Bottling 
Company retained only its position as exclu- 
sive licensee to bottle and sell coke, trans- 
ferring to the partnership as sublicensee all 
its assets. These transfers put the corpo- 
rations involved out of business so far as 
operations are concerned. Hence they were 
reduced to the status of mere title holders, 
collecting rents or royalties. In each case, 
the Commissioner attacked the tax status 
of the new partnership that took over the 
business. There is nothing to indicate that 
the tax status of the title-holding corpora- 
tion was attacked. 


It is a settled rule that a corporation or- 
ganized merely to hold title to real estate 
will not be recognized as a separate taxable 
entity (Stewart Forshay, 20 BTA 537). This, 
taken in conjunction with the results in the 
three cases just mentioned, suggests the 
thought that if one of the two entities is to 
be the operating entity and the other the 
property holder, it will be safer from the 
standpoint of obtaining the incidental tax 
advantages to use the new entity for the 
operations and the old one to hold the 


property. The old entity will have been - 


recognized for tax purposes in prior years; 
its genuineness is not likely to be ques- 
tioned. But the status of the new entity 
as a separate taxpayer will still have to be 
established; the spotlight will be thrown 
On its activities. Obviously, if only one of 
the two is to conduct active operations, 
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with the other filling a more or less passive 
role, it is wise to put the active operations 
in the one that is most likely to be under 
attack. ° 


Before leaving this phase of the discus- 
sion, the writer wishes to state that he is not 
trying to prove that the “business purpose” 
concept is a myth. In most of the cases 
cited here, the reasons for dividing the busi- 
ness have figured prominently in the court’s 
discussion of the case. As was mentioned 
earlier in this article, it is possible that 
the courts might like to decide these cases 
according to whether the taxpayer was 
moved by business consideration or merely 
by the hope of avoiding taxes. It is impos- 
sible that if a court was faced with a case 
where the facts about how the business 
was conducted were either not entirely 
clear or were not fully available, or where 
for some perfectly good reason there had 
not been much business activity in either 
half of the business since the division, it 
might resort to motive as the only possible 
basis for decision. 


However, motive is a subjective thing; it 


exists only in the mind. If a taxpayer, 


having divided his business into two seg- 
ments for good business reasons, places his 
reliance upon the Commissioner or a court 
divining the purity of his motives and so 
neglects to draw a clear line between the 
activities of the two segments, he may be 
successful taxwise; if so, he will have proved 
that a taxpayer can win merely by having a 
“business purpose.” But he will not have 
controlled the decision; it will have rested 
with the whim of the government and the 
court. It seems foolish to take this chance 
when he knows that the court, at least, 
will not trouble itself about his motives if 
he but takes the trouble to have each of 
the two segments perform a separate and 
distinct series of business acts. 


Reflecting Separate Income 
of Each Segment of Business 


Having established two separate going 
business entities, the next step is to make 
sure that the separate income of each is 
clearly reflected. Section 45 of the Internal 
Revenue Code empowers the Commis- 
sioner to reallocate income, deductions, credits 
and allowances among organizations owned or 
controlled by the same interests, if he deems 
such action necessary in order to prevent 
tax evasion or to clearly reflect the income 
of each. 


Thus, the Commissioner has the benefit 
of two chances to attack. First, he can 
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claim that the new entity is not a genuine 
taxpayer. If he succeeds, he can have all 
of the income taxed to the old entity; and 
if the old entity is a corporation and the 
new entity either a partnership of the stock- 
holders or a sole proprietorship operated 
by a controlling stockholder, he may also 
collect a tax on dividends. If he fails, he 
may still be able to collect part of the extra 
taxes by allocating some of the new entity’s 
income, etc., to the old entity. 


These two remedies that the Commis- 
sioner has are mutually exclusive. He can- 
not use Section 45 as a basis for entirely 
disregarding the new entity as a taxpayer. 
As the Tax Court pointed out in the Semi- 
nole Flavor case, once it has been established 
that there are two separate taxable entities, 
an allocation of the entire income of one of 
them to the other would produce the same 
result as a computation of consolidated net 
income. Section 45 coes not go that far as 
the Commissioner has conceded in Regula- 
tion 111, Section 29.45-1. And, needless to 
say, if the Commissioner can persuade a 
court that the new entity is a sham and is, 
therefore, not to be recognized as a sepa- 
rate taxpayer, he has no need to resort to 
Section 45. 


What are the things that must be done 
in order to be sure that all of the income 
of each segment of the business is taxed to 
it? First of all, it goes without saying that 
there must be compliance with the formal 
requirements for setting up the new corpo- 
ration or partnership. Papers must be filed 
and other requirements of the state law 
must be met. In Alprosa Watch Corporation, 
CCH Dec. 16,559, 11 TC 240, the Tax Court 
held that a corporation which changed its 
business from gloves to watches, with differ- 
ent shareholders, a new name, and a new 
location, remained the same tax entity after 
the change because both businesses were 
authorized in the charter and no formal 
change of entity had been made. The same 
rule would apply where two authorized 
businesses were operated simultaneously 
without each being established as a formal 
business entity. Even if we recognize the 
possibility of establishing a de facto separa- 
tion into two entities, it will be much better 
to go through the necessary formalities in 
the beginning and avoid taking a chance 
on trouble later on. 


Proper Accounting 


The next step after the formal require- 
ments have been met, is to set up separate 
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books of account for each segment of the 
business. The accounting should be clear 
and complete so that all of the income of 
each part of the business is reflected in its 
books. No matter what care is exercised 
in other respects, the division of the business 
will not be successful from a tax standpoint 
unless the revenue agent can see it clearly 
in the books. 


Proper accounting is no guarantee of 
success. The Commissioner has warned us 
in Regulations 111, Section 29.45-1, that in 
determining the proper income of each part 
of the business, he “is not restricted to the 
case of improper accounting.” However, 
proper accounting was stressed as being 
an important factor in the decision in the 
taxpayer’s favor in all of the cases already 
cited. Separate bank accounts are helpful 
also, according to these cases. 

Since we are dealing with two parts of 
the same business operation, there are bound 
to be financial transactions between the two. 
At the time of the original division, the new 
entity will need certain assets in order to 
commence operations. Most of these it will 
obtain from the old entity. For example, 
the Seminole Flavor Company sold furni- 
ture and equipment to the partnership or- 
ganized to take over its advertising and 
merchandising; the Buffalo Meter Company 
rented floor space and machinery to the 
partnership organized to assemble and sell 
its liquid meters; Fair Price Stations, Inc. 
leased gas stations and sold gas to the part- 
nership organized to operate such properties. 
In each case, the Tax Court stressed the 
fact that the consideration paid by the new 
partnership had been fair under the circum- 
stances. Although the regulation referred 
to above states that the Commissioner “is 
not restricted . . . to the case of a fraudu- 
lent, colorable, or sham transaction,” it 
states also that the “true net income” of a 
controlled taxpayer is the net income it 
would have had if it had “dealt with the other 
member or members of the group at arm’s 
length.” Therefore, while proof that the 
new partnership paid fair consideration for 
the assets it acquired or leased from the old 
corporation would not necessarily guarantee 
us against the application of Section 45, 
failure to pay a fair price would be a dealing 
not at arm’s length right at the commence- 
ment of operations and would almost cer- 
tainly result in the Commissioner invoking 
Section 45. 


What has been said about financial trans- 
actions between the two entities at the be- 
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SOME OBSERVATIONS ON 


Favorable Tax Investments 


By JOHN W. HUGHES, Chicago Attorney 


TAX SAVINGS ON A LARGE SCALE IS THE SUBJECT OF THIS 
ARTICLE. MR. HUGHES PROPOSES VARIOUS PLANS AND DIS- 
CUSSES THE ADVANTAGES AND DISADVANTAGES OF EACH ... 


VERY INVESTOR whose income falls 
in the upper brackets should regard 
an investment which allows him to receive 
his investment back tax free and which 
limits the rate of tax on profits to the capi- 
tal gains rate as taxation’s promised land. 


It is possible for investors who plan to — 


purchase a going, profitable business or 
who plan to organize a new company to 
enter this promised land. The method by 
which this favorable tax treatment is se- 
cured is as follows: 


The investors first purchase all the stock 
of an inactive corporation with a capital 
deficit—the size of the deficit depending on 
the size of the operation planned. Then the 
investors put new capital into the deficit 
corporation, say by subscribing to a new 
issue of common stock, but otherwise it is 
left dormant. This new capital should be 
equal to the amount necessary to start or 
to purchase the desired company. This 
money is then used to effect the purchase 
of all the stock of the desired old or new 
company. Separate returns are filed by both 
companies and they both report on the cal- 
endar-year basis or on similar fiscal years. 
The company purchased declares a dividend 
in (for calendar-year companies), say, April 
and December of 1952, 1954 and all subse- 
quent even years. The deficit company in 
1952 and 1954 pays tax on 15 per cent of 


the amount of the dividend it receives,’ and-> 


in 1953, 1955 and in subsequent odd years 

it declares a dividend. The dividend de- 

clared by the deficit corporation is tax free 

provided that the dividend it received in 
1 Code Sec. 26 (b) (1). 


2 Code Sec. 115 (a). 
® Code Sec. 115 (d). 
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1952 did not exceed the capital deficit and 
provided the deficit corporation had no in- 
come in 1953.2 This dividend serves to 
reduce the basis of the deficit corporation’s 
stock in the hands of the investor,’ and 
when the basis is reduced to zero, thereafter 
dividends received are taxable at capital 
gains rate.‘ 


Mathematically this plan would work as 
follows: A is a group of investors; they pur- 
chase X corporation for $10,000. X corpora- 
tion has a capital deficit of $200,000 and is in- 
active. A puts $500,000 new capital into X. 
X pays $500,000 for Y corporation. Y cor- 
poration makes $70,000 after taxes in 1952 
(and in each subsequent year) and declares 
a $50,000 dividend in December, 1952. In 
1952, X corporation pays a tax of $2,250 (30 
per cent® of 15 per cent of $50,000). X cor- 
poration declares a dividend of $47,750 in 
January, 1953. This reduces the basis of X 
stock in A’s hand to $452,250 and A pays 
no tax on this income. In 1953 Y declares 
no dividend but in the first part of 1954 Y 
declares $100,000 in dividends. X pays taxes 
of $4,500 in 1954 and distributes $95,500 in 
1955. The basis of the X stock is now 
$356,750 in A’s hands. 


At this rate, in 1963 the basis of the stock 
in A’s hands will become zero and in addi- 
tion A will have $25,250 of income taxable 
at capital gains rates. 


Contrast this with the situation where A 
buys the stock of Y corporation directly. 
Y corporation declares $50,000 dividends 
each year. Assume this income to A falls 


* Code Sec. 115 (d). 


5 Twenty-five per cent for taxable years com- 
mencing after March 31, 1954. 
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in the 60 per cent bracket (60 per cent is 
conservative). A thus’ has $20,000 left each 
year after taxes. If A purchased the com- 
pany in 1952, it would be 1976 before A had 
received back its investment alone after 
taxes, and longer if A were in a higher tax 
bracket. By use of a deficit corporation, A’s 
payout time after taxes is halved and by 
1976 A has received approximately $445,000 
more which A can keep. 


There are two danger spots to watch. 
One is that X corporation may become a 
personal holding company and be subject 
to additional income taxes unless the share- 
holders consist of 11 or more unrelatec 
individuals with no five holding 50 per cent 
of the outstanding stock of X, or unless X 
has over 20 per cent of its gross income that 
is not personal holding company income as 
defined in Section 502 of the Code.° 


What if X is a personal holding company? 
The penalty is a surtax of 75 per cent on 
the first $2,000 of income and of 85 per cent 
on income in excess of $2,000." This penalty, 
can be reduced to a charge for interest 
under Section 506 of the Code provided the 
statute is complied with and the dividends 
paid are taxable income to A. To be taxable 
to A these deficiency dividends must be 
paid in a year X has income and must be 
paid from income. Thus, if X is a personal 
holding company, the surtax would defeat 
the purpose of this plan. The answer is to 
watch the stockholders of X so that X is 
not a personal holding company, or if that 
is not possible, see to it that over 20 per 
cent of the gross income of X in the years 
it receives income is not personal holding 
company income as defined by Section 502 
of the Code. X only needs this income in 
the years it receives dividends from Y. If 
X has income in the alternate years when 
it receives no dividends but pays them, then 
the dividends received by A are taxable to 
A to the extent of X’s income. For an addi- 
tional $200,000 invested in X, X can buy 
producing coal or oil royalties which, under 
Section 502(h), could take X out of the 
personal holding company class and X could 
use the tax-free income from these royalties 
to buy more royalties to maintain the de- 
sired balance. 


Furthermore, Section 501(a)(1) defines a 
personal holding company as one of which 
“at least 80 per centum of its gross income 
for the taxable year is personal holding 
company income as defined in Section 502.” 
(Italics supplied.) The statute reads gross, 
not net, income. If X corporation has suf- 


* Code Sec. 501 (a) (1). 
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ficient gross nonholding company income 
in all years but no net income therefrom, 
X is not a personal holding company and 
the tax treatment of dividends by X is 
governed by Section 115(d), as is desired. 
In my example, X would only need a gross 
income from manufacturing of $12,500.01 in 
1952 and $25,000.01 in 1954 to remove it 
from the personal holding company classi- 
fication. 


The second danger spot is the possibility 
of Section 102 being applied to Y corpora- 
tion in the year it does not declare a divi- 
dend. The possible penalty is a surtax of 
27'%4 per cent on the undistributed income 
not in excess of $100,000 and 38% per cent 
on that in excess of $100,000. A method by 
which Section 102 could be avoided would 
be for Y corporation to pay its dividend by 
mail on December 31, 1953, 1955 and each 
odd year. X corporation would not receive 
the income from this dividend until the year 
following its declaration (Regulations 111, 
Section 29.42-3). Thus, Section 102 could 
not be applied unless the X corporation 
declared insufficient dividends. 


Thus, the pitfalls can be avoided and the 
desired benefits may be secured. The sole 
penalty should be a 4% per cent tax im- 
posed on the dividends declared by the new 
or purchased corporation. In order to con- 
summate this type transaction, competent 
counsel should be engaged. He should ad- 
vise that the applicable state law does not 
prohibit the deficit corporation from declar- 
ing dividends and on other such material 
points. 


As an offshoot of this method for pur- 
chasing or organizing a new corporation, 
if you (or your client) have a dormant cor- 
poration with a capital deficit, do not or do 
not advise him to allow its charter to termi- 
nate or to be terminated. It may be a valu- 
able asset. The Wall Street Journal carried 
an advertisement in which an- offer was 
made for dormant corporations with capital 
deficits and if you have such or know of 
such, this is but one means for obtaining 
a market for a deficit corporation. 


Western Hemisphere 
Trade Corporation 


An American manufacturer or producer 
who produces articles in the United States 
cannot qualify as a Western Hemisphere 
Trade Corporation because of Section 
119(e)(2), but if this manufacturer or pro- 


*Code Sec. 500. 
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ducer does business in Canada, Central or 
South America, or in the West Indies, or 
in Newfoundland, it may be to his advant- 
age to form a domestic subsidiary which 
can purchase goods from the manufacturer 
and producer and sell them in the specified 
foreign market. A Western Hemisphere 
Trade Corporation is defined by Section 
109 of the Code: 


“Sec. 109. WESTERN HEMISPHERE 
TRADE CORPORATIONS. 


“For the purposes of this chapter, the 
term ‘western hemisphere trade corporation’ 
means a domestic corporation all of whose 
business is done by any country or countries 
in North, Central, or South America, or in 
the West Indies, or in Newfoundland and 
which satisfies the following conditions: 


“a) If 95 per centum or more of the gross 
income of such domestic corporation for 
the three-year period immediately preceding 
the close of the taxable year (or for such 
part of such period during which the cor- 
poration was in existence) was derived from 
sources other than sources within the United 
States; and 


“b) If 90 per centum or more of its gross . 


income for such period or such part there- 
of was derived from the active conduct of a 
trade or business.” 


No business can be done in Europe or 
Asia. Any such business must be handled 
by the parent. 


The advantage of a Western Hemi- 
sphere Trade Corporation is that, though 
such a corporation is subject to both normal 
tax and surtax, Section 26(i) provides a 
special credit which in effect largely re- 
lieves this type corporation from surtax; 
and then, also, under Section 454(f) this type 
corporation is exempt from excess profits tax. 
Thus, a qualified Western Hemisphere Trade 
Corporation with an adjusted net income 
of $100,000 will pay—for the fiscal years 
beginning prior to April, 1954—a maximum 
tax of $32,460 and—for fiscal years begin- 
ning after March 31, 1954—a tax of $22,500. 
Say that the remainder after tax is declared 
as a dividend to the parent, the result to 
the parent will be as follows: 

Dividends received $67,540.00 


$56,409.00 
1,633.58 


85 per cent thereof 
18 percent* remainder 


Total remaining to parent 
after taxes 


$58,042.58 


* The parent company is assumed to be in the 
highest possible tax bracket. 


Tax Investments 


Thus, through the creation of a subsidiary 
that qualifies as a Western Hemisphere Trade 
Corporation, the parent has enabled itself 
to, from $100,000 of income which the parent 
otherwise would have had, retain $58,042.58 
after taxes as opposed to what would be 
left to the parent after paying normal, surtax 
and excess profits taxes. In the extreme 
case, this amount retained would only be 
$18,000 and consequently the tax saving 
would be $40,042.58. 


A Bureau ruling (I. T. 3757, 1945 CB 
200) holds that Section 129 does not apply 
to the creation of a new domestic corpora- 
tion to carry on the business in the Western 
Hemisphere (other than the United States) 
of an existing domestic corporation, and 
because of this same ruling it is unlikely 
that the Commissioner will apply Section 45 
unless the parent sells to its subsidiary at 
a loss. 


In order for the new subsidiary to qual- 
ify as a Western Hemisphere Trade Cor- 
poration, many corporations must necessarily 
depart from their normal practice of making 
sales. A corporation to qualify must re- 
ceive 95 per cent of its income from “sources 
without the United States” and generally 
income is received where the sale occurs, 
this generally meaning the country in which 
title to the goods passes. Thus, care need 
be taken to see that title to goods sold by 
a corporation that intends to qualify as a 
Western Hemisphere Trade Corporation 
passes in the qualified countries and not in 
the United States. Before a Western Hemi- 
sphere Corporation is set up, counsel should 
be consulted and the method by which sales 
will be handled determined. Colon, Panama, 
has a tax-free zone through which goods 
may be shipped or transhipped free of 
duties. And its income tax rate is not too 
high (ranging from 2 per cent to 16 per 
cent). Headquarters for the Western Hemi- 
sphere Trade Corporation might easily be 
established here. The Panama income tax 
due and paid is a credit, under Section 31 
and 131 of the Code, against United States 
taxes due and, therefore, this item balances 
itself out and does not affect the potential 
saving. 


-Timber and Coal 


Much more has been written in regard 
to the favored tax position of oil and coal 
royalties than has been written on the tax 
position of timber and coal and their re- 





spective royalties. Timber, timber royal- 
ties and coal royalties are in as good a 
position—or even more advantageous posi- 
tion—taxwise than oil and oil royalties. 


(1) Timber.—Under Section 117(k)(1) 
timber is placed in a preferable tax position. 
If the taxpayer has been the owner of a 
timber stand, of land containing standing 
timber, or of the contract right to cut tim- 
ber for six months prior to the start of 
the taxable year in which the timber is cut 
and the timber is for sale or use in the tax- 
payer’s business, then the taxpayer may 
make an election on his return to compute 
the gain or loss under Section 117(j). The 
gain or loss is measured by computing the 
difference between the cost of the timber 
to taxpayer and its fair market value at the 
first day of the taxable year in which the 
timber is cut. Gain is treated as long-term 
capital gain and a loss is deductible as an 
ordinary loss. If the taxpayer exercises his 
election, the tax is fixed when the timber is 
cut. Any profit or loss between the final 
sale price and the fair market value at the 
first day of the taxable year in which the 
timber is cut is included as normal income 
and subject to tax as such. In short, timber 
can mean capital gains. The reason behind 
this legislation is that the owner of standing 
timber cuts down an irreplaceable capital 
asset. This reason is even more applicable 
to the extraction of oil from the earth but 
like benefit has not yet been extended 
to it. 


(2) Timber and Coal Royalties.—Section 
117(k)(2) provides that, in the case of tim- 
ber or coal held more than six months, 
their disposal under any contract by virtue 
of which the taxpayer retains an economic 
interest in such timber and coal results in 
treatment under Section 117(j). The im- 
portant part of Section 117(k)(2) is that 
disposal means receipt of income from 
lumber sold or the mining of the coal. 
Thus, if the taxpayer owns timber or coal 
lands and leases his lands to a second party 
to cut or mine on the basis of so much 
royalty per board foot sold or ton mined, 
any gain between basis and royalty is taxed 
as long-term capital gain and any loss is 
an ordinary loss. In effect, there is a maxi- 
mum limitation of tax on gain received from 
timber or coal royalties of 26 per cent. 


(3) Timber and Coal Royalties Com- 
pared to Oil Royalties —These three types 
of royalties, if held six months, normally 
come under Section 117(j) when sold, but 
if they are held, the gain is taxed differently, 
The gain or sale of timber and coal royal- 
ties is taxed at a maximum fate of 26 per 
cent. Income from oil royalties is taxed 
as follows: The basis is recoverable through 
cost depletion or percentage depletion, 
whichever is the greater in each year. Of 
a producing oil royalty this means 27% per 
cent of gross income is free from tax and 
the remainder is taxed as normal income’ 
Assuming this income falls in the highest 
bracket (92 per cent), the rate of tax on 
income from an oil royalty is 66.7 per cent 
after deducting percentage depletion. Thus, 
for a taxpayer in a high bracket, the reten- 
tion of a timber or coal royalty is far more 
favorable than the retention of an oil roy- 
alty. Only by sale are these three types 
of royalties made equal. 


Tax-Favored Bonds and Stocks 


It is well known that dealers in muni- 
cipal and other income-tax-exempt bonds 
publish tables showing that a taxpayer in the 
highest bracket must have a 25 per cent re- 
turn from a taxable investment to leave him 
the equivalent of a 3 per cent tax-exempt 
bond. 


Taxes have driven a substantial portion 
of some of the largest fortunes in the na- 
tion into tax exempts, although in the past 
few years some have switched to common 
stock or to convertible preferred because of 
decline in the purchasing power of the dol- 
lar and consequent increase in dollar value 
of tangible property. 


Also, some brokers have advertised the 
tax-free feature of dividends paid by some 
corporations owning stock now selling at 
millions less than it cost such corporations. 
(Examples are United Corporation and 
Electric Bond & Share Company.) Such 
corporations sell sufficient stock at a loss 
to offset income from other sources and 
dividends to shareholders apply first to re- 
duce the cost of their stock and when they 
exceed such cost are taxable as capital gain. 


[The End] 


“A technicality is a microbe which gets into the procedure of the law and 
gives justice the blind staggers.'"—A statement of the Oklahoma Supreme 
Court, quoted in State v. Coursey, 71 Ariz. 227, 225 Pac. (2d) 713. 


® Code Sec. 114 (b) (3). 
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Constructive Receipt of Income: 
SETTLEMENTS UNDER LIFE 


By WALTER D. FREYBURGER 


INSURANCE CONTRACTS 


THE AUTHOR QUESTIONS WHETHER THE DOCTRINE OF 


CONSTRUCTIVE RECEIPT 


IS BEING APPLIED FAIRLY 


IN CASES WHERE THE HOLDERS OF LIFE INSURANCE 
POLICIES CHOOSE TO ACCEPT OPTIONAL SETTLEMENT 


Ss is a great deal of confusion 
today with respect to the application of 
the doctrine of constructive receipt to op- 
tional settlements contained in life insurance 
policies. These policies all contain a “bundle 
of rights.”* This arises from the fact that 
the policies are written on a level or con- 
stant-premium basis. 
is higher than necessary to pay the mor- 
tality losses in the earlier years, the balance 
is set aside in a reserve fund. This makes 
possible certain living benefits. A policy- 
holder may surrender the policy and obtain 
the cash value of the policy. However, in 
order to do this, he must give up the right 
to take extended term insurance for the 
face amount of the policy or paid-up insur- 
ance for a lesser amount, as provided in the 
policy. At the maturity of an endowment 
policy, or upon the surrender of any policy 
having a cash value, he may elect, in lieu 
of receiving a single sum, to exercise one of 
several options. He may leave the proceeds 
at interest and receive interest only for a 
specified period, the principal being paid 
at the end of such period. He may elect 
to receive installments over a fixed period, 
such as 20 years. He may elect to receive 
installments in a certain amount until the 
principal and interest are exhausted. He 
may elect a life annuity, payments for ten 
years or other specified period being guar- 
antéed. In addition to the settlement options 
deseribed in the particular policy, the in- 
surance company may have a practice of 
allowing the policyholder to elect additional 
options. For example, the company may 

1 Guggenheim v. Rasquin, 41-1 ustc { 10,013, 
312 U. S. 254. 


27 At the end of 1951 there were 86 million 
owners of legal reserve life insurance in the 
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Since this premium” 


permit a policyholder to elect a joint-and- 
survivor annuity or an annuity which pro- 
vides for a refund if the principal amount 
applied toward the annuity has not been 
paid out during the lifetime of the annuitant. 
The company may also have a practice of 
allowing the policyholder a reasonable time, 
such as 60 days after maturity, in which to 
make an election, although the policy itself 
may be interpreted as requiring an election 
of an option to be made before maturity. 


A policyholder may also have the con- 
tractual right to exchange his policy for a 
different type of policy. For example, he 
may be able to convert an ordinary life 
policy into an endowment policy by paying 
an additional premium. He may also have 
the contractual right to change a policy 
from an endowment to an ordinary life pol- 
icy and receive a refund or obtain insurance 
for a larger amount. He may be permitted 
to make such an exchange under a long- 
standing custom but have no contractual 
right to such exchange. 


If you are one of the 86 million owners 
of legal reserve life insurance in the United 
States,? you are faced with the tax conse- 
quences of electing one of these various 
options. If you are an ordinary fellow, not 
a tax expert who is aware of the concept 
of constructive receipt of income, you have 
probably been of the opinion that, unless 
you elected a life annuity option, you would 


- not be taxable upon any of the proceeds of 


your policy until you had recovered your 
premiums. You were probably told that by 
the agent who sold you the policy. He 


United States, according to the Life Insurance 


Fact Book—1952 (New York City, Institute of 
Life Insurance), p. 7. 
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probably also told you that upon your death 
the entire proceeds would be exempt from 
the income tax. His representations would 
be justified by the language in Sections 22 
(b) (1) and (2) of the Code. It would not 
be an unusual event if you received the 
proceeds of your policy during your lifetime. 
In 1951, the living benefits amounted to 
56 per cent of the total payments by the 
companies to United States families.’ 


Constructive Receipt 
of Income in General 


Before undertaking to apply the doctrine 
of constructive receipt to life insurance 
policies, it is necessary to see how this doc- 
trine is applied generally. While there is 
nothing in the Code specifically mentioning 
the constructive receipt of income, the Regu- 
lations for many years have contained the 
following provision: 


“Income which is credited to the account 
of or set apart for a taxpayer and which 
may be drawn upon by him at any time 
is subject to tax for the year during which 
so credited or set apart, although not then 
actually reduced to possession. To consti- 
tute receipt in such a case the income must 
be credited or set apart to the taxpayer 
without any substantial limitation or restric- 
tion as to the time or manner of payment or 
condition upon which payment is to be made, 
and must be made available to him so that tt 
may be drawn at any time, and its receipt 
brought within his own control and disposi- 
tion.” (Italics supplied.)* 


The Regulations then give examples of 
constructive receipt of income, such as in- 
terest coupons which have matured but 
have not been cashed, dividends on corpo- 
rate stock when subject to the demand of 
the shareholder, interest credited on savings 
banks deposits, and an amount credited to 
shareholders of a building and loan associa- 
tion, when such credit passes without re- 
striction to the shareholder. 


? Work cited, footnote 2, at p. 37. 

* Regs. 111, Sec. 29.42-2. See also similar pro- 
visions in Regs. 103, 101, 94, 86, 77 and 74. 

® Regs. 111, Sec. 29.42-3. 

* Taxpayers as well as the Commissioner may 
avail themselves of the doctrine of constructive 
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It is clear that the Regulations limit con- 
structive receipt of income to situations 
where the income is available to the tax- 
payer, but he simply refuses to demand it. 
He turns his back on money that otherwise 
is his for the asking. It will be noted that 
in order to constitute receipt of income 
under the Regulations, there must not be 
any “substantial limitation or restriction” 
either as to the time or manner of payment 
or condition upon which payment is to be 
made. Also, the income must be available 
to the taxpayer so that it may be drawn “at 
any time.” 


Controversies have arisen where the Com- 
missioner has apparently taken the position 
that there is no “substantial restriction.” 
The life insurance contract may give the 
policyholder the option to take the proceeds 
in a single sum, but in order to do so he 
must give up either the right to leave the 
proceeds with the company at interest, or 
the right to receive the proceeds in install- 
ments, or the right to receive a life annuity. 
If the Commissioner substitutes his own 
views for those of the policyholder there 
will apparently be no end to controversies.‘ 
On the other hand, if the view is taken that 
there is no constructive receipt of income 
where an optional settlement is made in 
accordance with the terms of the policy, 
since the proceeds could not be received 
without giving up the investment in the con- 
tract, there would be a rule which would 
be easy to apply and which would avoid 
the harshness which follows the imposition 
of tax on income not in fact received. Gen- 
erally, there is no constructive receipt of 
income merely because an investment in- 
creases in value. The taxpayer is not tax- 
able upon any profit from an investment 
until he “realizes” * the profit. For example, 
even though there is a ready market for his 
stock on the New York Exchange, and the 
stock may have increased threefold, he is 
not taxable until he sells the stock. If he 
is a farmer, he can sell and deliver his grain 
in August of one year under an agreement 
that he is not to be paid until January of 
the following year and he will not be re- 
quired to include the income in his return 
until such following year—this in spite of 
the fact that the purchaser would have paid 
on delivery had not the seller required pay- 


receipt if the circumstances justify its applica- 
tion. Ross v. Commissioner, 48-2 ustc { 9341, 
169 F. (2d) 483 (CA-1). Cf. Weil v. Commis- 
sioner, 49-1 ustc { 9237, 173 F. (2d) 805 (CA-2). 

™ Hisner v. Macomber, 1 ustc { 32, 252 U. S. 
189 (1920). 
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ment in the following year. If he owns 
shares in a building and loan association and 
the dividends are applied toward payment 
of his stock, he is not taxable on those 
dividends until the stock matures if, in order 
to obtain the dividends, he would be required 
to give up his investment.’ If he owns bonds 
that are convertible into stock of the issuing 
corporation and he converts these bonds 
into stock, there is no constructive receipt 
of income since he is merely exercising an 
option given in the bonds.” 


Constructive Receipt as Applied 
to Settlement Options 


How is the doctrine of constructive re- 
ceipt being applied to the exercise of the 
various options in life insurance contracts? 
The following options will be considered in 
the order named: 


(1) The right to receive the cash sur- 
render value of a policy. 


(2) The election of an interest option 
upon maturity or surrender of a policy. 


(3) The election of an installment option. 
(4) The election of an annuity option. 


(5) The election of an option to exchange 
the policy for a different type of policy. 


Right to Receive the Cash Surrender 
Value of a Policy.—It has apparently never 
been contended that there was constructive 
receipt of income merely on account of the 
right to surrender a policy and receive the 
cash surrender value.“ The cash surrender 
value may be substantially greater than the 
premiums paid, but in order to get the 
cash it is necessary to give up the right to 
extended term insurance or reduced paid-up 
insurance. 


Election of an Interest Option.—If the 
proceeds are left at interest in accordance 
with the terms of the policy, without the 
right to withdraw the principal, there has 
been no contention that there is constructive 
receipt of income upon the exercise of such 
an option.” The policyholder could have 


* Amend, CCH Dec. 17,122, 13 TC 178 (1949) 
(acq., 1950-1 CB 1). 

* Estate of W. T. Hales, CCH Dec. 10,937, 
40 BTA 1245 (1939). 

”G. C. M. 18436, 1937-1 CB 101. 

“Cf. S. M. 5680, V-1 CB 32; also, Knapp, CCH 
Dec. 10,952, 41 BTA 23, 27 (1940), in which the 
Board said: ‘‘The petitioner’s situation in prior 
years was somewhat like that of the owner of 
building and loan shares or of a life insurance 
policy where the cash surrender value thereof 
was in excess of the amount paid in by the 
holder. Yet, it has never been suggested that 
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received the entire proceeds in a single sum 
upon maturity, but he was given an option 
to continue an investment whereby he would 
receive interest on stich proceeds. The right 
to receive the interest has apparently always 
been considered a “substantial limitation or 
restriction as to the time or manner of pay- 
ment or the condition upon which pay- 
ment is to be made.” The rate of interest 
has never been considered in determining 
whether there was any constructive receipt 
of income. Under many currently issued 
policies the rate is only 2 per cent, additional 
interest being payable through the declara- 
tion of dividends. However, suppose a 
policyholder elects to retain the right to 
withdraw the principal at any time or upon 
an interest payment date. He may not ex- 
pect to withdraw the proceeds when he 
elects the option but he wishes to retain the 
option to withdraw in the case of some 
unforeseen emergency. If he has the right 
to withdraw the proceeds only upon an 
interest payment date, he does not have the 
right to receive the proceeds “at any time.” 
He is not in the position of a depositor in 
a Savings account of a bank who can with- 


. draw his deposit “at any time.” However, 


there is a letter ruling indicating that there 
was constructive receipt of income upon 
maturity of a policy on account of the right 
to withdraw the proceeds, even if by doing 
so the policyholder not only gives up his 
investment but the right to elect to receive 
a life annuity within a limited period.” We 
also have one decision, Frackelton, CCH 
Dec. 12,493, 46 BTA 883 (1942), which 
holds there is constructive receipt of income 
where the interest was payable monthly and 
there was the right of withdrawing the prin- 
cipal on any interest payment date. We also 
have another decision, Blum v. Higgins, 45-2 
ustc {[ 9363, 150 F. (2d) 471, in which the court 
said that while there was no constructive 
receipt of income, “the taxpayer is in a position 
where he has had the equivalent to a sum 
of available cash. . The taxpayer’s 
rights after electing Option A, were to leave 
the moneys on deposit with the company at 
three per cent interest during the taxpayer’s 


the excess of that cash surrender value would 
be income taxable under the doctrine of con- 
structive receipt in the absence of actual sur- 
render. There, as here, the money could be 
obtained only by surrendering the entire invest- 
ment and the anticipated valuable future bene- 
fits which could be obtained only by continued 
participation.”’ 

BI. T. 2635, XI-2 CB 63. 

17Thompson, ‘Life Insurance and Federal 
Income Tax,’’ 21 Tennessee Law Review 840, 
843 (1951). 
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lifetime, and he could withdraw the princi- 
pal on any interest date—once a month. We 
think this does not differ from a sum of 
cash.” If the proceeds could have been 
withdrawn only once a year when interest 
Payments were made, the court might not 
have considered the taxpayer to be “in a 
position where he had the equivalent of a 
sum of available cash.” 


Election of an Installment Option.—The 
published rulings of the Commissioner have 
been quite uniform in holding that there is 
no constructive receipt of income if the 
proceeds are payable in installments in ac- 
cordance with the terms of an option 
contained in the policy.” Suppose the tax- 
payer, none too certain as to his future 
needs, retains the right to commute the in- 
stallment payments at any time. Without 
the right of commutation, there clearly is no 
constructive receipt of income upon maturity. 
of the policy, although the policyholder 
could have elected to receive the proceeds 
in a single sum, but it is contended that, if at 
some future time he could take what is left 
of the proceeds in a single sum,—because he 
can do this in the future—there is therefore 
constructive receipt of income at the matur- 
ity of the policy. Of course, in order to get 
these proceeds, he must give up his invest- 
ment. He will not be able to take the 
money and buy a contract of this nature 
from a life insurance company, since con- 
tracts are not generally sold which merely 
provide for payment in installments for a 
fixed period. Life insurance companies is- 
sue such contracts only as an optional set- 
tlement under a life insurance or under an 
annuity contract involving a life contingency. 
There is a published ruling that clearly 
indicates there is no constructive receipt 
where the proceeds are payable in install- 
ments merely because the right to commute 
the installments is given the policyholder.” 


14 Blum v. Higgins is the subject of a critical 
comment in 46 Columbia Law Review 144, 147 
(1946) in which it is concluded: ‘‘It. appears, 
therefore, that the court should not have 
applied the doctrine of constructive receipt, 
for, by doing so, they indirectly told the tax- 
payer that this option was valueless. However, 
the decision in the instant case is in accord 
with a precedent governing the treatment of 
similar policies.’’ (Reference is made to the 
Frackelton case.) 

%1. T. 3963, 1949-2 CB 36; I. T. 3402, 1940-2 
CB 57; G. C. M. 21666, 1940-1 CB 116 (which 
distinguished I. T. 2380, VI-2 CB 32, to the 
contrary); G. C. M. 22519, 1941-1 CB 330; S. M. 
5680, V-1 CB 32. These rulings were revoked 
because of a change in the regulations relating 
to the definition of ‘‘annuities’’ within the mean- 
ing of Code Sec. 22 (b) (2) (A). (See G. C. M. 
26595, 1950-2 CB 16, and I. T. 4029, 1950-2 CB 17.) 


However, there have been letter rulings 
indicating that there is constructive receipt 
of income where the proceeds may be with- 
drawn “at any time.” These rulings might 
have been different if the proceeds could 
have been withdrawn only on installment 
Payment dates and these payment dates 
were not as frequent as once a month, which 
in Blum v. Higgins was held to make the tax- 
payer have the equivalent of a sum of avail- 
able cash. 


Election of an Annuity Option.—Prior to 
1934 there had been a published ruling to 
the effect that there was constructive re- 
ceipt of income upon the maturity of an en- 
dowment policy, although an annuity option 
was elected in accordance with the terms of 
the policy.” This ruling appeared to be in- 
consistent with the Regulations which limit 
the doctrine of constructive receipt of in- 
come “credited or set apart to the taxpayer 
without any substantial limitation or restric- 
tion as to the time or manner of payment 
or condition upon which payment is to be 
made.” However, following the Revenue 
Act of 1934, the Commissioner ruled that 
there was no constructive receipt of income 
where an annuity option was elected,” and 
more recently has held that there is no con- 
structive receipt of income even if an install- 
ment option, not involving a life contingency, 
was elected in accordance with the terms 
of the contract.” An annuity contract which 
provides for payments during the entire 
lifetime of the annuitant is clearly some- 
thing of substantial value and there should 
not be any doubt that the election of such 
an option under the terms of a life insurance 
contract would not give rise to the con- 
structive receipt of income. The policy- 
holder may have the right to commute 
guaranteed installments in an annuity con- 
tract that provides for payments for years 
certain, but there should be no constructive 


The principles set forth in these former rulings 
relating to constructive receipt should continue 
to apply. It should also be noted that these 
rulings do not qualify their holdings of no 
constructive receipt of income by making them 
conditioned upon there being no right of com- 
mutation. 

% See footnote 15, particularly I. T. 3402. 

™ Letter ruling of E. I. McLarney, Deputy 
Commissioner of Internal Revenue, March 3, 
1952, R & R Advanced Underwriting Service, pp. 
19-24 (a); Brawerman, ‘‘How We Can Avoid a 
Tax on the Income from a Life Insurance 
Policy,’"’ Journal of the American Society of 
Chartered Life Underwriters, September, 1952, 
p. 381. 

#1. T. 2380, cited at footnote 15. 

”G. C. M,. 21666, cited at footnote 15. 


2» TI. T. 3963, 1949-2 CB 36. 
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receipt of income on account of such an 
option any more than the right to commute 
any installment option gives rise to con- 
structive receipt of income.” 


Exchange of One Policy for a Different 
Type of Policy.—A policyholder’s needs 
for insurance will change over a period of 
years. In earlier years he may need more 
life insurance protection. In later years 
he may need an annuity. He will get a 
greater annuity under an endowment policy 
than under an ordinary life policy. On the 
other hand, he may have bought an endow- 
ment policy, but finds that he needs greater 
life insurance protection and would be will- 
ing to give up a right to a greater annuity 
at maturity for more current life insurance 
protection. Policies very often contain a 
provision for substitution of a policy of a 
different type. It would appear that there 
is nO more constructive receipt of income on 
the exercise of such an option than there 
is upon the exercise of the right to receive 
an annuity contract upon the maturity of an 
endowment policy. Of course, if he receives 
also a payment in cash, the amount of the 
cash received will reduce the cost of his 
policy and if in excess of cost, such excess 
will be taxable. There is a letter ruling 
to the effect that there is no constructive 
receipt of income upon such exchange of 
policies.” The Tax Court, in the Parsons 
case,” held that there was constructive 
receipt of income where an endowment 
policy was surrendered for new ordinary 
life and limited-payment life policies, in- 
cluding a new policy which was made 
paid-up by application of the difference in 
reserves which was released by the change. 
This exchange was offered to the policy- 
holder in accordance with a long-standing 
practice of the company. However, the 
practice might have been such that the 
insured could have compelled the company 
to have made such an exchange and in that 
case the policy should have had the same 
Status as if such option had been written 
into the policy. Even if the mere contractual 
right to make such an exchange of policies 
is held insufficient for not recognizing the 
constructive receipt of income, the fact that 
the insured would have had to pay a greater 
premium for the other policies had he sur- 


rendered the old policy for cash and bought 


Cf. Hess v. U. S., 47-2 ustc { 9374, 74 F. 
Supp. 135. 

2 Letter dated April 9, 1942, signed by T. 
Mooney, Deputy Commissioner of Internal Reve- 
nue. 

%CCH Dec. 18,082, 16 TC 256 (1951). The 
Parsons case was based upon an old ruling. 
Sol. Op. 55, 3 CB 54 (1920). As pointed out by 


Constructive Receipt of Income 


the new policies would indicate such sub- 
stantial value of this option as to negate 
any constructive receipt of income. The 
lower premium may result from a saving 
in the loading charges, such as commis- 
sions, or the fact that the policy received 
in exchange is issued on a greater assumed 
interest rate than that assumed in current 
policies. In fact, if the life insurance com- 
pany did not offer a saving in cost or other 
advantages to the policyholder, such as 
waiver of medical examination in some cases, 
by exchanging an old policy for another 
policy over surrendering the old policy for 
cash and buying another policy from the 
company, such offer for an exchange set 
forth in the policy might be considered a 
sharp practice and worthy of censure. 


Summary 


It would appear that, under the pub- 
lished rulings and court decisions, there is 
no constructive receipt of income when an 
optional settlement offered in a policy is 
elected in accordance with its terms upon 
maturity of the policy or upon the surrender 


. of the policy for its cash value, unless pos- 


sibly where the proceeds are left at interest 
with the right to withdraw the proceeds 
at frequent intervals, such as monthly. Even 
in that case it has been held that there is 
no constructive receipt of income, but the 
taxpayer is in the position where he has 
had the equivalent of a sum of available 
cash. It is submitted that, in accordance 
with the Regulations, there is generally no 
constructive receipt of income where any 
option is elected in accordance with the 
terms of the contract. The doctrine of con- 
structive receipt of income is a harsh one 
and should only be applied where it is neces- 
sary to protect the revenue by not permit- 
ting the taxpayer to refuse to receive income 
which is available for the asking and where 
he does not have to give up his investment 
in order to receive the income. If an en- 
dowment policy matured in December, and 
the policyholder refused to accept the pro- 
ceeds until the following January, that would 
be a clear case of constructive receipt in 
December. 


The hard cases are where the provisions 
of the contract are not followed. The pro- 


Stuart McCarthy, Proceedings of New York 


University Tenth Annual Institute on Federal 
Taxation, p. 955, this ruling involved an ex- 
change of a life insurance policy for what would 
now generally be entitled a certificate of deposit. 
There was no life insurance protection involved 
in the second policy. 
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visions in a life insurance contract are not 
easy reading for the average policyholder. 
Although the provisions of the policy re- 
garding optional methods of settlement may 
be precisely and clearly drafted as far as 
the actuary or lawyer is concerned, they 
may not be entirely clear to the average 
policyholder. He does not understand 
clearly the differences between the various 
options. He does not know that he must 
make an election before maturity of the 
policy in order to prevent the constructive 
receipt of income. He may require con- 
sultation with the company or its agents 
before making his election. It is for this 
and similar reasons that the companies are 
generous in giving policyholders a limited 
time after maturity to elect one of the op- 


tions. It is, therefore, submitted that the 
practices of the life insurance companies 
should be considered in determining whether 
there is a constructive receipt of income and 
that, if the policyholder could, under the 
practice of the company at the time of ma- 
turity, be allowed a reasonable time in 
which to make an election, there should 
be no constructive receipt of income if he 
makes such election within such reasonable 
time. If the Commissioner is of the opinion 
that, under the existing law, no recognition 
should be given to the practices of the com- 
panies, then it is suggested that the law be 
amended so as to negate the constructive 
receipt of income in connection with the 
exercise of optional settlements made avail- 
able by the insurance companies. [The End] 


DIVIDING A BUSINESS—Continued from page 862 


ginning applies also to later transactions 
between the two. Suppose, for example, 
that the Buffalo Meter Company had sold 
its castings to the partnership and the part- 
nership had sold back to the company its 
brass scrap at prices that were arbitrarily 
arranged between the two and which had 
no relation to current market prices. The 
result would have been to distort the income 
of the two entities and the Tax Court would 
certainly have allowed the Commissioner to 
use his power under Section 45 to correct 
the situation. And if more of the partner- 
ship’s income was allocated to the corpora- 
tion than would have been the case if the 
sales had been made at market prices, the 
company and its stockholders would have 
nobody to blame but themselves. 


It is not possible to state an exact formula 
to cover every case that will give us the 
minimum that must be done in the way of 
keeping the operations of the two entities 
separate in order to insure that the separate 
tax status of the two will be preserved. 
Generally speaking, the ideal solution would 
be to keep the two entities entirely separate 
in their operations. Separate accounting 
is, of course, a “must.” Separate bank ac- 
counts are highly desirable. If we can add 
to this, separate employees, separate offices 
in different buildings, and no financial trans- 
actions of any sort between the two entities, 
we have built up quite a bit of protection 
against the threat of Section 45. 

However, a certain number of financial 
transactions between the two entities is al- 
most inevitable and, furthermore, some 
sharing of the facilities of operation and the 
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expense thereof may be convenient and 
economical. The Tax Court has not con- 
sidered that cooperation between the two 
parts of the business automatically calls for 
the application of Section 45. The court did 
not penalize the Miles-Conley Company, 
Inc., because it shared with the sole proprie- 
torship operated by its main stockholder the 
same rented space, the services of certain 
employees, and the use of utilities and minor 
services; nor did it tax Chelsea Products, 
Inc. on the income of its three sales subsid- 
iaries merely because they divided expenses 
with it and used the same catalogue. Even 
a greater amount of cooperation would 
probably not be fatal. 


About the best that can be given in the 
way of advice is: Keep separate sets of 
books for each entity, clearly reflecting its 
income; keep all internal financial transac- 
tions on an arm’s length basis; keep the 
new entity in continual business activity, 
separate and distinct from that conducted 
by the old entity; and limit the area of joint 
operations to minor administrative matters— 
and as few of these as is possible. 


In conclusion, before dividing your busi- 
ness, it is well to look beyond the immediate 
advantages for possible future pitfalls. We 
cannot see them all, but sometimes we can 
sense a few. In many cases (including the 
Moline Properties, Paymer and National In- 
vestors cases discussed in this article), the 
taxpayer went ahead with the division in 
order to gain an immediate advantage and 
then ran into a tax situation later on that 
made him regret his haste. [The End] 
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Building and Loan Associations— 
Their New Tax Status 


By CHARLES S. LOWRIMORE, Sr. 


THESE ASSOCIATIONS, UNDER THE AMENDED CODE, NOW WILL 
PAY INCOME TAX IN MUCH THE SAME WAY AS CORPORATIONS. 
THE AUTHOR, A WILMINGTON, NORTH CAROLINA CPA, FEELS 
THAT SOME REQUIREMENTS ARE TOO SEVERE AND UNWARRANTED 


‘*OMETHING NEW has been added for 

management of savings and loan and 
building and loan associations. Beginning 
with all fiscal years which commence after 
December 31, 1951, the associations are re-. 
quired to file federal corporate income tax 
returns and pay the normal and surtax as 
assessed for corporations. The associations 
are specifically exempted from excess profits 
taxes. 


Technical amendments are to be found in 
the Internal Revenue Code as a result of 
Section 313 of the Revenue Act of 1951, as 
follows: 


(1) Repeal of exemption for the associa- 
tions in Code Section 101 (2) and (4). 


(2) Definition of the new taxpayers in 
Code Section 104, which relates to banks, 
and in Code Section 3797 (a) (19) relating 
specifically to associations. 


(3) Bad debts, reserves for bad debts in 
Code Section 23 (k) (1). 


(4) Deduction for payment of dividends 
or interest to depositor customers in Code 
Section 23 (r) and also see Code Section 
121 


“i. 


(5) Repayment of principal to the United 
States Government or its instrumentalities 
is allowed as a deduction under new Code 
Section 23 (dd). 


(6) Repayment of loans to mutual funds 
under state law is allowed as a deduction 
under new Code Section 23 (dd). 

(7) Federal savings and loan associations 
are subject to the tax; see amendment to 
Home Owners Loan Act of 1933, Code 
Section 5 (h). 


Building and Loan Associations 


(8) Exemption from the excess profits 
tax is in Code Section 454 (h). 


(9) The effective date of the act is shown 
as a repeal of Code Section 101 (2) with 
respect to taxable years beginning after De- 
cember 31, 1951. Regulations Section 
29.101 (4)-1 (j). 


First returns will be filed by the associa- 
tions on March 15, 1953, for calendar-year 
taxpayers. Fiscal-year taxpayers will file 
first returns 75 days after the close of their 
first fiscal year ending in 1953. 


Income of Associations 


The income of the associations should be 
so classified on the accounting records as 
to enable a comprehensive analysis with re- 
spect to taxable and nontaxable income. 
The income will be determined, generally, 
in the same manner as income is determined 
for other corporations, and, specifically, in 
the same manner as it is determined for 
banks, as the associations are defined under ° 
Code Section 104 as banks. 


Allowable Deductions 
of Associations 


Deductions for operating and other neces- 
sary and ordinary expenses will be deter- 
mined in the same manner as for all other 
corporations; however, the Code and Regu- 
lations provide for special rules in con- 
nection with certain allowable deductions, 
that is, bad debts, interest paid or accrued, 
dividends paid, allowable depreciation, etc. 
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Determining Net Income 
for the Taxable Year 


In determining the net income for the 
taxable year, the association is required to 
follow the general rule (Code Section 41), 
with respect to the method regularly em- 
ployed in keeping its books, to clearly reflect 
income for the taxable year. It is required 
that all taxable income be included in the 
gross income for the taxable year in which 
it is received if on the cash basis, and, if on 
an accrual basis, in the year in which the 
income accrued to the association (Code 
Section 42). It is required that deductions 
be taken when paid or accrued, depending 
upon whether or not the association is on 
the cash basis or the accrual basis (Code 
Section 43). (See Regulations 111, Section 
29.101 (4) -2.) 


Tax Accounting—Reporting 


Maintaining accounting records for the 
purpose of clearly reflecting income, deduc- 
tions and net taxable income for the as- 
sociations, generally, is no different from 
that required of other corporations (banks) .* 


Reserve for Bad Debts 


The association may deduct specific bad 
debts that become worthless during the tax- 
able year, or it may, as an alternative, use 
the reserve method as prescribed in the 
Regulations 111, Section 29.23 (k)-5 (b) (3). 
Where the association has surplus, reserves 
and undivided profits in an amount which is 
less than 12 per cent of the total deposits or 
withdrawable accounts, then the association 
may, under the reserve method, deduct from 
its gross income, as an addition to the re- 
serve for bad debts, the lesser of two 
amounts: 


* The United States Savings and Loan League, 
221 North LaSalle Street, Chicago, Illinois, dis- 
tributes an excellent publication to mémbers of 
the league, which is recommended reading for 
all practitioners who undertake to advise the 
association on tax matters. This Special Man- 
agement Bulletin was issued by the league on 
October 23, 1951, M#61, setting forth the general 
requirements under Section 313 of the Revenue 
Act of 1951. Since that time the Special Man- 
agement Bulletin has been issued with respect 
to specific treatment of various aspects of the 
taxing requirements, accounting and reporting, 
as follows: 


(1) Treating generally on bookkeeping, de- 
ductions, and basic principles as applied to the 
taxing statutes. Bulletin S#62, December 5, 
1951. 


(1) The amount of the net income of the 
association computed without regard to the 
bad debts deduction. 


(2) The amount by which 12 per cent of 
the total deposits or withdrawable accounts 
at the close of the taxable year exceeds the 
total of the association’s surplus, undivided 
profits and amount of reserves at the begin- 
ning of the taxable year. 


To be given especial attention by the 
association is the following quotation taken 
from Code Section 23 (k) (1): 


“In the case of a taxpayer described in 
the preceding sentence, the reasonable addi- 
tion to a reserve for bad debts for any tax- 
able year shall in no case be less than the 
amount determined by the taxpayer as the 
reasonable addition for such year. . . .” 


It is apparent from the above that the 
board of directors of the association must 
determine the amount to be set aside as a 
reserve for bad debts for the taxable year. 
It is suggested that a proper resolution of 
the board be incorporated in the minutes of 
the association. It is possible that if no 
authorization for setting aside of a reserve 
for bad debts is recorded, no allowance 
will be made by the Bureau. 


With the proper authorization in the 
minutes of the association and, in addition 
thereto, the proper entry of the credit to the 
reserve for bad debts on the books of ac- 
count the Commissioner would be com- 
pelled to allow the amount so determined as 
reasonable and deductible, provided, how- 
ever, that the amount of the addition to the 
reserve did not exceed the net income for 
the year, computed without regard to the 
deduction for the addition to the reserve, 
or as the case may be, the 12 per cent 
limitation provided in the statute. The ex- 
ample shown in the Regulations uses the 
amount of $65,000 as the addition to the bad 


(2) Treating on accounting questions involved 
in complying with the requirements of the 
Revenue Act of 1951 and the Code as amended, 
and specifically with respect to (a) taxable 
years; (b) methods of accounting; (c) taxable 
and nontaxable income; (d) accounting for 
capital assets, depreciation, adjustments re- 
quired, applicable rates, etc. Bulletin M#63, 
December 18, 1951. 


(3) Treatment of allowable expense and cost 
deductions, with detailed and valuable explana- 
tions. Bulletin S#65, February 19, 1952. 


(4) Tax accounting, cash or accrual book- 
keeping, with a copy of ruling from the Com- 
missioner of Internal Revenue with respect to 
reporting bases. Bulletin S#67, March 19, 1952. 


The above bulletins will prove invaluable to 
the practitioner, and in the opinion of this 
writer are required reading. 
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debts reserve, which is the amount shown 
on the books of account; therefore, the ex- 
ample limits the deduction to the amount 
authorized and entered on the books. If 
the books had shown a total amount of 
$165,000, the reserve would have been 
within the statutory limits and would have 
eliminated all of the taxable income for the 
year 1952. 


In determining the amount of the surplus, 
reserves and undivided profits, it is im- 
portant that the assets and liabilities of the 
association be properly classified. Regula- 
tions 111, Section 29.23 (k)-5 (b) (2) (ii) 
(new), state that “ ‘surplus, undivided 
profits, and reserves’ means the amount by 
which the total assets of an institution ex- 
ceed the amount of the total liabilities of an 
institution. . . .” “Assets” means money 
and the adjusted basis of property, and the 
inclusion or exclusion of valuations shall 
conform to the method of accounting em- 
ployed by the taxpayer in determining net 
income. “Liabilities” means the amount of 
obligations which are fixed and determined, 
absolute and not contingent. The obliga- 
tions of an association representing de- 
posits and withdrawable accounts are defined 
as a liability. 


Reserve for Bad Debts 
—Withdrawable Accounts 


Regulations 111, Section 29.23 (k)-(5) (b) 
(2) (iv), state: “The term ‘total deposits 
or withdrawable accounts’ means the ag- 
gregate of (A) amounts placed with an in- 
stitution for deposit or investment which 
are withdrawable on demand subject only 
to customary notice of intention to with- 
draw, and (B) earnings outstanding on the 
books of account of the institution at the 
close of the taxable year which have been 
credited as dividends or interest upon such 
accounts prior to the close of the taxable 
year, which are withdrawable on demand 
subject only to customary notice of inten- 
tion to withdraw.” 


In your determination of the basic factor 
“deposits,” it is extremely important that 
all obligations to the depositors, including 
interest and dividends, and allocable profits 
earned on such deposits be included, and 
that a distinction be made as between the 
ordinary liabilities and obligations to de- 
positors. 


The Regulations quoted above apparently 
overlook the necessity for the allocation of 


Building and Loan Associations 


profits earned to depositors on serial or 
running shares. There is no reason why the 
shares of one class of depositors should be 
treated differently from another class in the 
determination of net taxable income of the 
association. Unless some way is devised, 
or ruling obtained from the Commissioner 
with respect to associations which carry only 
running shares, a comparative hardship will 
be placed upon such associations. The 
Regulations apparently cover the running 
shares as “withdrawable accounts,” since 
they are subject to withdrawal, in most 
cases, upon proper notice. However, the 
fact that the earnings on such shares are not 
credited to the depositors’ accounts at the 
close of the taxable year may deprive the 
association of inclusion in its “deposits” 
base of such earnings; nevertheless, they 
are a part of the depositors’ accounts. But, 
see Regulations 111, Section 29.23 (r)-1 (b), 
with respect to deduction for dividends on 
serial shares. 


Reserve for Bad Debts 


—Composed of 


For the purpose of determining the total 
reserve for bad debts, minimum amounts 
credited to reserves in compliance with 
mandatory federal or state statutes, regu- 
lations, rules and orders for the sole purpose 
of absorbing bad debt losses will be recog- 
nized. Such credits on the books of the 
association will be deemed to have been 
credited to the bad debt reserve authorized 
under the Regulations. The total allowable 
deduction, as an addition to the reserve for 
bad debts, will be composed of the statutory 
reserves, pius the amounts authorized by 
the directors of the association, but not in 
excess of the lesser of “net income” or 12 
per cent of the defined deposits, under 
Regulations 111, Section 29.23 (k)-5 (b) (3) 
(i) and (ii). 


The reserve for bad debts as maintained 
by the association must be charged with all 
bad debt losses incurred within the taxable 
year, and must be credited with all re- 
coveries within the taxable year. The Regu- 
lations provide that recoveries of debts 
charged off in a pretax year must be 
credited to the reserve in all events. Under 
the circumstances, it appears that equity 
would permit the receipt of bad debt re- 
coveries on receivables charged off in a pre- 
tax year, for which no tax benefit was 
obtained, as nontaxable income and as a 
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credit to the surplus without increasing the 
bad debts reserve. 

The example (in the Regulations) of the 
cumulative surplus, undivided profits and 
reserves as existing on December 31, 1952, 
shows an amount of $953,000. In the 


opinion of this writer, adjustment should be 
made for the bad debt recovery and the 
balance at the close of business December 
31, 1952, should show $943,000, with only 
$60,000 in the reserve for bad debts. 


————— De preciation—____—_—_ 


Capital Assets 


The associations will have on their books 
assets which are subject to depreciation, 
some of which may have been entirely writ- 
ten off during the years ending before De- 
cember 31, 1951. It will be necessary that 
such assets for the purposes of the federal 
income tax be classified and the adjusted 
basis determined at December 31, 1951, as 
required under Code Section 113 (b). For 
example: 






Date Life Cumulative Adjusted 

Assets Acquired Cost in Years to 12/31/51 Basis 
Building ............... . 1921 $100,000 40 $75,000 $25,000 
Furniture and equipment.. 1941 15,000 15 10,000 ,000 





This will require the setting up of de- 
preciation records and schedules to reflect 
the remaining life of the property. The 
allowable deduction for each of the taxable 
years will be the aliquot part of the adjusted 
basis. In the event of a sale of the prop- 
erty under this rule (Regulations 111, Sec- 
tion 29.113 (b) (1)-4), the association would 
be required to use the cumulative adjusted 
basis for determining gain or loss. This 
does not appear to be equitable under the 
circumstances, in as much as the basis under 
this rule is determined for taxable years 
without regard to the tax benefit rule. It 
is suggested that under these circumstances 
the association may invoke the provisions of 
Public Law 539 passed in 1952 as a result of 
the Virginian Hotel case. 


Apparently the Regulations were written 
without regard for Public Law 539 and its 
intent, or perhaps it may have been over- 
looked. The use of the adjusted basis for 
determining the amount of the annual de- 
preciation to be charged to operations is, in 
the opinion of this writer, inequitable. It 
would appear to be much nearer the intent 
of the basic principles of taxation, if pro- 
vision were made for establishing value (at 
cost) at the date the associations became 
subject to the federal income taxes, and then 
depreciating such cost annually on that 
basis. The normal life of the assets would 
be used in lieu of the now determined re- 
maining life of the asset, thus allowing the 
full deduction of cost in taxable years, but 
ratably and equitably. 


Do not overlook the fact that such treat- 
ment, and the resulting credit to the surplus 
account, will affect the deduction for bad 
debts under the allowable reserves formula. 
This situation exists under the present 








Regulations, which will require a restora- 
tion to surplus of the excess costs charged 
off. 


The possibility of litigation with respect 
to this question of basis appears to be al- 
most certain. It will affect all of the as- 
sociations, and some adversely. 


The Regulations, if uncontested, gradually 
become entrenched until they have the force 
of law. Under these circumstances, in the 
interest of equity and economic savings, an 
early test case would be most desirable. 


Amortization of Bond Premiums 


Premiums paid on exempt and partially 
exempt bonds, which are subject to amor- 
tization, must be adjusted to the December 
31, 1951 basis. Regulations 111, Section 
29.113 (b) (1)-4 gives an example for your 
guidance. 


Mortgages Purchased at a Premium 


If the association purchases a mortgage, 
payable in installments, at a premium, (any 
cost above the face of the mortgage and ex- 
penses incidental thereto) then it is required 
that an adjustment be made to December 
31, 1951, reducing the cost of the mortgage 
proportionately for each installment re- 
ceived prior to December 31, 1951 (Regula- 
tions 111, Section 29.113 (b) (1)-4). 


Since the associations have not received 
tax benefit, for charge-off of the premiums 
paid, it appears that equity would permit 
the recapitalization of such amounts, and 
the ratable charge-off to date of maturity. 
This adjustment would increase surplus and 
affect the basis for determining allowable 
deductions for bad debt reserves. 
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The argument will be advanced that, since 
the associations received the income in the 
pretax years against which the premiums 
were ratably charged off, no consideration 
should be given to the above. But, it is also 
true that in the pretax years other income 
was received from other sources, and other 
deductions were made, and it is paramount 
that in those years the associations were 
not subject to taxation. 


Dividends Paid or Deductible 


The association is permitted to deduct 
from gross income the amount of dividends 
paid during the taxable year or amounts of 
dividends which are credited to the ac- 
counts of depositors as dividends. (Regu- 
lations 111, Section 29.23 (r)-1 (a) and (b).) 


An association which operates in whole or 
in part as a serial or running shares as- 
sociation, which maintains bonus plans, 
which issues shares subject to fines, penal- 
ties or forfeitures or which operates in any 
other manner whereby the dividend rate 
payable is dependent upon investment in the 
institution of specified sums for a stipulated 
period of time, and carries a “Divided 
Profits Account” is limited as to the amount 
of dividends deductible. The limitation 
works in the following manner: 


At the close of the taxable year the 
“Divided Profits Account” is... $100,000 


Amount of the total which ac- 
cumulated in prior years 


70,000 


Balance is the amount accruing in 
current taxable year and which 
may accrue to serial shares in 
succeeding taxable years 


The entire $70,000 accumulated in prior 
years is deductible. 


Only so much of the $30,000 is deductible 
as becomes withdrawable in the taxable year 
on demand, subject only to customary 
notice of intention to withdraw. 


With respect to “Reserve for Bad Debts— 
Withdrawable Accounts,” it is very possible 
that the Commissioner may allow the same 
kind of treatment in determining the total 
deposits as the basis for the maximum re- 
serve, as is allowed above on serial or 
running shares. 


Prepayment of Certain Loans 
and Net Operating Losses 


Amounts paid to the United States or 
any agency or instrumentality thereof which 
is owned by the United States, and amounts 
paid to a mutual fund established under au- 
thority of the laws of any state in repay- 
ment of loans made prior to September 1, 
1951, are deductible by the association from 
gross income. (Regulations 111, Section 
29.23 (dd)-1.) 

Net operating losses incurred for years 
ending prior to January 1, 1952, will not be 
allowable as a deduction in subsequent 
years. The terms “preceding taxable year” 
and “preceding taxable years,” as used in 
Code Section 122, shall not include any tax- 
able year for which the associations were 
exempt from tax. Therefore, “net operating 
losses” for 1951 or any other prior year 
cannot be used to decrease the profits of 
any year beginning after December 31, 1951. 


Dividends 


Under Code Section 26 (b) 


In determining the normal tax net income 
of an association, the credit for dividends 
received as provided in Code Section 26 (b) 
shall not be applicable to dividends which 
were deductible from the net income of the 
distributing corporation under Code Section 
23 (r). If the association owns stock in any 
other corporation which is entitled to de- 
duct the payment of dividends in determin- 
ing net taxable income under Regulations 
111, Section 29.23 (r), then the receiving cor- 
poration will not be permitted to take the 85 
per cent credit for dividends received as 
provided for other corporations. 


There are at the present time some ques- 
tions that remain unsettled, and some 
requirements in the Regulations that appar- 
ently are not justified by the revenue act; 
therefore, litigation may be expected in an 
effort to have the courts determine the true 
meaning of the act, and the methods of de- 
termining basic rules in arriving at the true 
taxable income for the associations. 


A great deal of expense may be avoided for 
both the government and the taxpayer if 
consideration is given to the revision of the 
Regulations, specifically with respect to 
establishing more equitable basis for prop- 
erty, other than money, and with regards to 
spelling out the meaning of deposits. 

[The End] 


“It may seem dingy and frayed around the edges, but the curtain on the 
voting booth is the priceless tapestry of freedom.’’—Cincinnati Enquirer. 
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A SURVEY OF TYPES OF 


THE AUTHOR OFFERS SOLUTIONS FOR VARIOUS PROBLEMS ARISING IN 


THIS FIELD. 


IF A BONUS PLAN DOES NOT DO THE TRICK, PERHAPS 


A STOCK PURCHASE PLAN OR A DEFERRED COMPENSATION PLAN WILL 


HE IMPACT of federal income taxes 

on executive salaries is largely respon- 
sible for the various forms of direct and 
indirect supplementary compensation now 
being used by the larger corporations in 
American industry. 

There are five forms of supplementary 
compensation that can be made currently 
available to executives during their produc- 
tive years; and there are two forms which 
produce benefits after retirement. In the 
following paragraphs each of these forms 
will be briefly described. 


Expenses and Perquisites 


These are 
tomarily attach to the corporate office the 


incidental benefits that cus- 


executive holds. They comprise participa- 
tion in group insurance and employee bene- 
fit plans with benefits usually higher than 
those available to the mass of employees, 
entertainment expense allowances, longer 
vacation periods, membership in clubs paid 
for by the corporate employer, and use of 
company-owned facilities such as cars, 
homes and yachts. 


The portion of the group life insurance 
premiums paid by a corporation for the 
policy covering the corporate executive does 
not constitute taxable income to him;’ 
similarly, amounts received as compensa- 
tion for injuries or sickness do not consti- 
tute taxable income.” Traveling and regular 


1 Regs. 111, Sec. 29.22(a)-3. However, on life 
insurance policies other than group, if the em- 
ployee may designate the beneficiary or if the 
employer designates the insured’s wife, de- 
pendents or his estate as the beneficiary, the 
premiums paid by the employer will constitute 
taxable income to the employee. 

2 Code Sec. 22(b) (5). 
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business expenses incurred by an executive 
and reimbursed to him by the corporation 
are deductible by the corporation as ordi- 
nary and necessary business expenses and 
do not constitute income to the executive. 
It is important, however, that such reim- 
bursement of expenses be based only on 
the presentation of adequate bills or vouch- 
ers. It is desirable, too, for the executive 
to maintain such detailed supporting records 
as circumstances permit, for the burden of 
proof will be on the corporation to prove 
that these expenses are ordinary and neces- 
sary in the conduct of its business. To the 
extent that any of the reimbursed expenses 
are found upon examination to have been 
personal in nature and not necessary to the 
conduct of the corporate business, the re- 
imbursement will be taxable to the execu- 
tive; but the reimbursement may not be 
deductible by the corporation unless the cor- 
poration can prove that it constitutes addi- 
tional reasonable compensation.® 


Sometimes there are types of expenses 
which a corporate executive is expected to 
incur and to pay for out of. his regular 
salary without reimbursement. In such 
cases it is important that the corporate 
minutes, the employment contract, or a 
management bulletin specifically state that 
the executive is expected to incur such ex- 
penditures without reimbursement. If there 
is no such written statement of policy, the 
executive may not be able to obtain a de- 
duction for them.‘ Where an executive 


3 Wind, CCH Dec. 13,879(M), 3 TCM 376. 

4Hal E. Roach Studios, CCH Dec. 6348, 20 
BTA 919; Schmidlapp v. Commissioner, 381 
ustc { 9285, 96 F. (2d) 680; Fischer, CCH Dec. 
15,797, 6 TCM 520; Magill, CCH Dec. 1499, 4 
BTA 272; Henricks, CCH Dec. 17,279(M), 8 
TCM 993. 
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receives a flat expense allowance in addition 
to his regular salary, he must report the 
expense allowance as gross income and then 
claim as deductions expenses actually in- 
curred.® 


To the extent that automobiles, airplanes, 
apartments, homes, ranches and _ yachts 
owned by a corporation, but used by an 


executive, are used in company business, 


the depreciation and expenses thereon are 
deductible by the corporation, but not 
otherwise.© From the viewpoint of the 
executive, to the extent that his use of such 
company-owned facilities is found to be for 
personal rather than for business purposes, 
the value of such use has been held to be 
taxable compensation; whereas, if such use 
is solely for the business convenience of the 


corporation, the executive has not been held 
taxable." 


5 Wayburn, CCH Dec. 9001, 32 BTA 813 (1935); 
Cooper, CCH Dec. 17,133(M), 8 TCM 689 (1949). 
® Lanteen Medical Laboratories, Inc., CCH 
Dec. 16,245, 10 TC 279 (acq.); Hal EH. Roach 
Studios, footnote 4; Schulz, CCH Dec. 18,128, 16 


TC 401; Dickinson, CCH Dec. 2912, 8 BTA 722 
(1927). 


™Regs. 111, Sec. 29.22(a)-3, set up the test 
with respect to living quarters and meals that 
they be furnished for the employer’s conven- 
ience. However, from Mim. 6472, 1950-1 CB 15, 
issued February 15, 1950, it would appear the 
Commissioner would hold the fair rental value 
of homes, cars, ranches and yachts furnished to 
executives taxable compensation to them and 
subject to withholding tax unless they are fur- 
nished solely for the employer’s convenience and 


with a complete absence of compensatory 
purpose. 


In Ellis, CCH Dec. 14,949, 6 TC 138 (1946), the 
night manager of an apartment building was 
held taxable on only half of the rental value 
of the apartment occupied by him, the court 
holding that his occupancy of it was in part 
compensatory in nature and in part for the 


Supplementary Compensation 


Proft-Sharing Cash Bonuses 


These are the usual annual bonuses based 
on a percentage of profits and paid to an 
executive or divided between a group of 
executives in accordance with a resolution 
of the board of directors or under the terms 
of a separate contract. These cash bonuses 
are fully taxable to the executive for the 
year in which he receives the bonus and 
are deductible by the corporation for the 
year in which the amount of the bonus and 
the recipients thereof are determinable. 


Proft-Sharing Stock Bonuses 


Under the usual profit-sharing stock 
bonus plan, an amount of net profits for 
the current year apportionable under the 
bonus contract or plan is determined; this 
amount is then converted into the number 
of shares at the current market value or 
some other price set in advance. As is said 
by Washington and Rothschild in Compensat- 
ing the Corporate Executives, at page 99: 


“Under this arrangement, a bonus con- 
tract or plan is adopted, for the benefit of 
one or many: The amount of the bonus is 
to be based on the corporation’s cash earn- 
ings, just as in the case of a cash bonus 
plan, and the award so computed is then 
to be used in buying stock from the corpo- 
ration, so that the executive or the trust 
(if one is interposed between corporation 
and the recipient executive) ultimately ob- 
tains stock.” 


Where a bonus is paid to an employee 
in the form of stock, he receives taxable 
income to the extent of the fair market 


convenience of his employer. It was there held 
that the ‘‘employer’s convenience’’ rule in the 
Regulations did not require that the furnishing 
of living quarters be solely for the employer’s 
convenience. This interpretation seems correct. 


In Godson, CCH Dec. 15,314(M), 5 TCM 648, 
the individual sole stockholder and manager of 
a corporation was held taxable on the rental 
value of a residence owned by the corporation 
in the absence of proof that his occupancy was 
for the convenience of the corporation. 


The case of Leadbetter, CCH Dec. 10,625, 39 
BTA 629 (1939) (nonacq.), holding the value of 
the use of company-owned automobiles was not 
taxable income to the executive where they were 
used solely for pleasure, does not,seem to con- 
stitute good present law. However, if the user 
of the company-owned automobile, residence or 
yacht is only a stockholder and not an employee, 
he has been held not to realize dividend income 
in the amount of the difference between fair 
rental value and actual low rent paid (Moors- 
head, CCH Dec. 8090, 28 BTA 252 (acq.); 
Hamptworth Corporation, CCH Dec. 10,941-E 
(BTA memo.)). 
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value of the stock when received.’ Consist- 
ently, the employing corporation obtains 
a deduction in determining taxable net in- 
come equal to the fair market value of the 
stock issued for services even though that 
fair market value may be more than the 
cost to the corporation of the stock.’ What 
is fair market value is a question of fact. 
The presence of restrictions on the bonus 
stock will affect the amount of market 
value. These restrictions may consist of an 
option on the part of the corporation to 
repurchase at a figure less than the market 
price,” a prohibition against sale by the 
executive during the period of his employ- 
ment, or a requirement for return of the 
stock if the executive should terminate his 
employment, either voluntarily or involun- 
tarily. If a restriction which reduces what 
would otherwise be the fair market value 
is present when the bonus stock is received 
by a corporate executive, and such restric- 
tion is later lifted or expires, the executive 
does not realize taxable income by reason 
of that circumstance in the year in which 
the restriction is removed.” 


Stock Purchase Plans 


The usual stock purchase plan in vogue 
in the 1920’s provided for the issuance of 
shares at a low price, the shares generally 


to be purchased on the installment plan by 
wage deductions and sometimes supple- 
mented by the application of dividends de- 
clared on the issued shares. During the last 
ten years, and particularly since the deci- 
sion of the Supreme Court in the case of 
Commissioner v. Smith, 45-1 ustc J 9187, 324 


® Regs. 111, Sec. 29.22(a)-3, provide: “If a 
corporation transfers to an employee its own 
stock as compensation for services rendered by 
the employee, the amount of such compensation 
to be included in the gross income of the em- 
ployee is the fair market value of the stock at 
the time of the transfer.’’ 


*I. T. 1197, I-1 CB 269; Helvering v. Edison 
Brothers Stores, Inc., 43-1 ustc {| 9273, 133 F. 
(2d) 575 (CCA-8), cert. den. 319 U. S. 752; In- 
ternational Freighting Corporation, Inc. v. Com- 
missioner, 43-1 ustc { 9334, 135 F. (2d) 310 
(CCA-2); A. R. M. 114, 4 CB 137. If the stock 
is first issued to a trust, it will be necessary 
that the employee’s rights in the trust at that 
moment of time, be vested ones in order for the 
corporation to obtain a deduction. See Sec. 
23(p)(1)(D). 


10 Helvering v. Salvage, 36-1 ustc { 9064, 297 
U. S. 106, held that where an executive received 
stock subject to a corporation’s option to re 
purchase at an amount less than market, the 
value of the stock was the option rather than 
the market price. In this case the corporation 
had a positive right to repurchase whether or 
not the taxpayer wished to sell. if the option 
of the corporation comes into being only upon 


U. S. 177, the stock purchase plans in use 
have usually provided for the immediate 
transfer of the stock at its current market 
value with a direct obligation on the part 
of the executive to pay the purchase price 
in installments over a period of time. Under 
a stock purchase plan there is a binding 
obligation to purchase; in that respect, it 
differs from a stock option. If a commit- 
ment to purchase is not irrevocable, then 
the stock purchase plan is really a stock 
option plan, and the rules applicable to 
stock options will be applied by the Bureau.” 


Where an executive makes an outright 
purchase of stock in his company, he real- 
izes no income unless it is a “bargain 
purchase.” If the transaction constitutes a 
“bargain purchase,” the present Treasury 
Department rule embodied in the Regula- 
tions ™ states in effect that there is a con- 
clusive presumption that the difference 
between the amount paid for the stock and 
the amount of its fair market value is in 
the nature of compensation; the Regulations 
then state that the amount of this spread 
shall be included in the gross income of the 
employee. Before this change in the Regula- 
tions was made in 1946, the courts had held 
that an executive did not realize taxable 
income by reason of a “bargain purchase” 
where the opportunity to purchase at a 
favorable price was given to him for reasons 
unrelated to the employer-employee rela- 
tionship; and a few cases since 1946 have 
indicated that that may still be the rule.” 
Even though the “bargain purchase” by an 
executive is made from an individual stock- 
holder such as the president of a corpora- 
tion, if the executive is enabled to make 


the stockholder voluntarily wishing to sell, 
then the restriction has been disregarded en- 
tirely or taken into account only as slightly 
depressing what would otherwise be fair market 
value. For cases and a discussion of this point, 
see Washington and Rothschild, Compensating 
the Corporate Executive, at pp. 109-111. 


11 Lehman, CCH Dec. 18,576, 17 TC —, No. 72 
(acq.). 


12 See discussion of Bureau attitude in Fried- 
man and Gilbert, ‘‘Stock Option and Stock 
Purchase Plans,’’ Proceedings of New York 
University Eighth Annual Institute on Federal 
Taxation (1950), p. 444 and following, and of 
rulings holding certain executive stock pur- 
chase plans to be in reality stock options be 
cause at the executive’s election he could be 
relieved of all obligation to pay the balance of 
the purchase price. The rulings concern United 
Airlines (1947 CCH Standard Federal Tax Re 
ports {| 8637). 


3 Regs. 111, Sec. 29.22(a)-3. 
144 For a statement of the rule prior to 1946, 
see Geeseman, CCH Dec. 10,112, 38 BTA 258 


(acq.). Subsequent cases holding the executive 
nontaxable on bargain purchases are Lamond, 
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such purchase because of entering the em- 
ploy of the corporation or if otherwise the 
bargain element is given for compensatory 
reasons, the individual executive will have 
fully taxable ordinary income in the amount 
of the spread at the time of the purchase.” 


Stock purchase plans are of many dif- 
ferent types, and the decisions of the courts 
interpreting such plans have varied depend- 
ing upon the facts in each case and the 
proven intentions of the respective parties 
to the contracts. Broadly speaking, how- 
ever, these general rules can be given: 


(1) Where there is an immediate sale of 
stock at a “bargain purchase” price to an 
executive by full payment on his part in 
cash of the agreed purchase price, the 
amount of the spread between the purchase 
price and the fair market value of stock 
on the date of purchase, according to the 
Treasury Department Regulations, will con- 
stitute ordinary taxable income to the exec- 
utive; but possibly a court may decide that 
no income is realized by the executive 
where he can clearly prove that no element 
of compensation entered into his being en- 
abled to make the “bargain purchase.” 


(2) Where the arrangement is in the 


form of a contract to sell but the executive 
is not firmly and irrevocably obligated to 
buy, then such a purchase contract will be 
construed to be nothing more than an un- 
restricted stock option. 


(3) Where stock in an employing corpo- 
ration is acquired under a plan by which 
the purchase price is deemed to become 
paid through the application against it of 
future cash bonuses or of future dividends, 
and where the rights of the executive re- 
main contingent until the stock is delivered 
to him, the executive has no taxable income 
until delivery of the stock to him or until 
some portion of the credits against the pur- 
chase price otherwise become irrevocably 
vested in the executive. At that moment 
the executive will have ordinary taxable 
income in the amount of the dividends 
credited against the purchase price in all 
prior periods; and, because of the change 
in the Regulations under Section 29.22(a)-1, 
it is probable also that the spread between 
the agreed purchase price and the higher 


(Footnote 14 continued) 
CCH Dec. 14,972, 5 TCM 51 (1946) (option 
granted to permit making of an investment); 
Nicolson, CCH Dec. 17,268, 13 TC 690 (1949) 
(stock price set at prior market value when 
other officers had purchased). Also, see Code 
Sec. 437(d) and Washington and Rothschild, 
work cited, at p. 134. 

% Van Dusen, CCH Dec. 15,625, 8 TC 388, aff’d 
48-1 ustc § 9214, 166 F. (2d) 647 (CA-9). 


Supplementary Compensation 


fair market value on the date when such 
stock is distributed to the executive will 
also constitute fully taxable ordinary in- 
come to him.” 


(4) Where there is a bona fide stock 
purchase plan under which the executive 
is irrevocably bound to pay the agreed 
price, and where the agreed price at the 
date of entering into the contract and the 
date of actual transfer of the stock is also 
the fair market value thereof, and where 
that agreed purchase price is to be paid 
in installments over a period of time by 
the executive, the executive will realize no 
taxable compensation. The only tax in- 
volved will be a capital gain tax when, as, 
and if he sells such stock. However, there 
may be difficulty in convincing the Treasury 
Department under some of these types of 
plans that the plan is a bona fide one creat- 
ing a legal and substantial obligation on 
the part of the executive to buy the stock 
in all events.” 


Under existing decisions, the least expen- 
sive method taxwise for placing potentially 
valuable stock in the hands of executives 
is this: Issue to the executive stock so re- 
stricted, as to assignability and liquidation 
value, that its fair market value will be a 
nominal amount. Sell the stock to the exec- 
utive for such fair market value. At a later 
date, without any prior commitment to do 
so, the shareholders or directors or both, 
as may be required under particular corpo- 
rate law, may then lift the restrictions from 
the existing stock certificate so that the 
certificate will then become fully assignable 
just as any other certificate. It would seem 
important that there be no reissuance of 
this certificate but that the certificate itself 
should merely be endorsed so as to elimi- 
nate the restrictions previously placed on it. 
Under these circumstances, the lifting of 
the restrictions will not result in any tax- 
able income to the executive. The cases 
which support this arrangement are these: 
Harold H. Kuchman, CCH Dec. 18,934, 18 
TC —, No. 22, April 30, 1952, and Robert 
Lehman, CCH Dec. 18,576, 17 TC —, No. 72 
(acq.). 

Under many qualified stock bonus, pen- 
sion and profit-sharing trusts complying 
with the broad coverage and nondiscrimina- 


16 Washington and Rothschild, work cited, at 
p. 152; Mertens, Law of Federal Income Taxa- 
tion, Sec. 11.11; Mason, CCH Dec. 11,124, 41 
BTA 1287, aff'd 42-1 ustc § 9217, 125 F. (2d) 540 
(CCA-6), cert. den. 317 U. S. 657. 


1 For an excellent discussion, see Washington 
and Rothschild, work cited, at p. 153 and fol- 
lowing. 
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tion requirements of Section 165, stock of 
the employer corporation is purchased by 
the trustee under the plan with funds pro- 
vided either by the employer corporation 
or the employees. However, these types of 
qualified trust plans are not usually consid- 
ered to be included within the term “stock 
purchase plans.” In the closing days of the 
last session of Congress, H. R. 7255 was 
passed and was signed by the President in 
July, 1952; it made nontaxable any unreal- 
ized appreciation in the value of securities 
in the employer corporation distributed to 
an employee by the trustee under certain 
circumstances. Since 1942, Section 165(b) 
has provided that if the full distributable 
share of an employee in the trust fund is 
paid to him in one taxable year because of 
his separation from employment, the excess 
of the amount received by him over the 
amount originally contributed by him to the 
trust shall be treated as a long-term capital 
gain. Commencing with distributions re- 
ceived in 1951 on account of such separation 
from employment, if the distribution includes 
securities of the employer corporation, the 
net unrealized appreciation attributable to 
such securities is excluded in determining 
the amount of gain so that the employee 
will have no taxable income in the amount 
of the increase in value of such securities 
from the date purchased by the trustee until 
the date of distribution by the trustee to 
him, unless and until the employee disposes 
of such securities. The new amendment 
just enacted into law further extends this 
favorable treatment so that it is now pro- 
vided that in every distribution by a trustee 
to an employee, no matter what the reason 
therefor, if such distribution includes securi- 
ties of the employer corporation purchased 
out of amounts contributed by the employee, 
the amount of any net unrealized apprecia- 
tion in the value of such securities of the 
employer corporation shall not be taxable 
to the employee at the time of distribution. 
By reason of this change in the law, effec- 
.tive with respect to 1952 and subsequent 
years, an employee purchasing securities 
of the employer corporation through the 
medium of a qualified stock, bonus, pension 
or profit-sharing trust with funds provided 
directly by himself is now treated exactly 
as though he had directly purchased such 
stock or securities under a stock purchase 
plan calling for outright purchase at. fair 
market value. 


18 Sec. 130A. 
Ivins, ‘‘What Is New in Employee Stock 
Options,’’ Proceedings of New York University 
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Stock Option Plans 


There are two types of stock options— 
restricted and nonrestricted. The term “re- 
stricted stock option” is defined in the 
Code,” and the provisions are well para- 
phrased in a recent article as follows:” 


“These are the conditions that must be 
met in order to render an option a ‘restricted 
stock option’: 


“*(1) It must have been granted after 
February 26, 1945, 


“*(2) To an individual, 


“*(3) For any reason connected with his 
employment. 


“*(4) It must have been granted by the 
employer corporation or its parent or a 
subsidiary 


“*(5) To purchase stock of any such cor- 
poration. 


“*(6) The option price must be at least 
85% of the fair market value of the option 
stock at the time the option is granted. 


“*(7) The option must be nontransferable 
except by will or the laws of descent and 
distribution. 


“*(8) The option can be exercisable dur- 
ing the optionee’s lifetime only by him. 

“*(9) The optionee at the time the option 
is granted may not own stock possessing 
more than 10% of the combined voting 
power of all classes of the employer corpo- 
ration or its parent or subsidiary.’” 


If the option meets these nine conditions 
and (a) the optionee is an employee of the 
corporation granting the option or of its 
parent or a subsidiary at the time he exer- 
cises the option or has been one within 
three months theretofore, and (b) he does 
not dispose of the stock acquired pursuant 
to the option until more than ‘two years 
from the date the option was granted, and 
more than six months from the date of the 
transfer of the stock to him, the optionee 
gets the benefit of special tax treatment. 


The special tax treatment consists of this: 
The exercise of the option will not be con- 
sidered to have resulted in the receipt of 
any compensation by the employee in the 
year in which such option is exercised. If 
on the date the option was granted, . the 
option price was 95 per cent or more of the 
market value of the stock on that date, then 
the only tax to the employee will be a capi- 
tal gains tax upon his subsequent sale of 
the stock, which sale cannot be made until 


Tenth Annual Institute on Federal Taxation, 
at p. 127. 
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more than two years from the date the 
option was granted, and more than six 
months from the date of the exercise by 
him of the option. If the option price was 
85 per cent or more but less than 95 per cent 
of the fair market value of the stock at the 
time the option was granted, then the em- 
ployee, upon a sale of the stock subsequent 
to the aforementioned minimum holding 
period, will have ordinary fully taxable 
income in the amount of the difference be- 
tween the option price and the lesser of 
(a) the fair market value of the shares at 
the time of disposition or sale or (b) the 
fair market value of the shares at the time 
the option was granted. Any gain realized 
on sale or disposition over and above this com- 
puted amount will be treated as capital gain. 


A nonrestricted stock option is any op- 
tion, the option price of which is less than 
85 per cent of the fair market value of the 
stock at the time the option was granted. 
The position of the Bureau on nonrestricted 
stock options is that if on the date of the 
exercise of the stock option the purchase 
price is less than the fair market value, the 
amount of the spread represents taxable 
compensation paid to the executive without 
regard to whether the granting of the option 
was intended to be compensatory.” If, in- 
stead of exercising the option, he sells it 
in an arm’s length transaction, again he 
is deemed to realize compensation in the 
amount of the sales price received for the 
option. If the executive transfers such op- 
tion in a transaction other than at an arm’s 
length and the transferee thereafter exer- 
cises the option, the executive is deemed 
to realize income in the nature of compen- 
sation on the date the transferee exercises 
the option to the extent of the difference 
between the fair market value of the stock 
on that date and the price paid therefor, 
less the amount of any consideration re- 
ceived by the executive for the transfer 
of the option.” It is possible that the courts 
in future decisions may apply these rules 
of the Treasury Department only where it 
is found that there was an intent on the 
part of the corporate employer to grant 
compensation to the executive by giving to 
him an option to purchase stock. 


In the case of a restricted stock option, 
whether it be a 95 per cent one or an 85 
per cent to 95 per cent one, the employer cor- 
poration is not allowed to take as a deduction 
any difference which may exist between the 


» Regs. 111, Sec. 29.22(a)-1. 

17. T. 3795, 1946-1 CB 15. 

2 Gottlieb v. Heyden Chemical Corporation 
(Del. S. Ct., July 17, 1952). 


Supplementary Compensation 


option price and the fair market value of the 
stock on any date. However, in the case of a 
nonrestricted stock option, the employer 
corporation does obtain a deduction in the 
amount of the compensation deemed to have 
been paid to the employee; and such com- 
pensation will be deemed to have been paid 
and to be deductible in the year in which 
it becomes taxable to the employee. 


As is true of every business transaction, 
no stock option plan, whether restricted or 
nonrestricted, should be put into effect 
solely for tax purposes and without first 
giving attention to other business and legal 
considerations. Under date of July 17, 1952, 
the Delaware Supreme Court held invalid 
two restricted stock option plans because 
they did not properly comply with the cor- 
poration laws of the State of Delaware. In 
the first case,” a restricted stock option 
plan was adopted by the board of directors 
and thereafter approved at a meeting of the 
stockholders. Among the recipients of the 
option were a majority of the directors and 
the court held the directors had failed to 
prove that the transaction had in fact been 
at least as favorable to the corporation as 


-they would have required if the deal had 


been made with strangers. Accordingly, the 
plan was held invalid. 


In the second case,” the plan was held 
deficient in that it was not reasonably cal- 
culated to insure that the corporation would 
continue to receive the benefit of the em- 
ployment of the optionees. Compliance 
with the provisions of the Code under Section 
130A with respect to the times at which the 
optionees could exercise their options was held 
not to give the corporation sufficient assurance 
that the optionees would continue in the 
employment of the corporation. It held that 
there should be present either an employ- 
ment contract or some other element rea- 
sonably calculated to keep the optionee in 
the corporation’s employ. 


Qualified Stock Bonus, Pension 
or Profit-Sharing Plans 

Qualified stock bonus, pension or profit- 
sharing plans are those which comply with 


the stringent provisions of the Code™ re- 
quiring broad coverage and no discrimina- 


- tion in favor of employees who are officers, 


shareholders, persons whose principal duties 
consist in supervising the work of other 
employees, or highly compensated employ- 

2 Kerbs v. California Eastern Airways, Inc. 


(Del. S. Ct., July 17, 1952). 
% Secs. 23(p) and 165. 












































































































ees. These limitations imposed by law on 
these plans frequently render the benefits 
thereof wholly inadequate to top executives. 
These plans require broad coverage, and a 
benefit formula sufficient to take care of 
the executive will not fit within the restric- 
tions imposed by law. 


Nonqualified Plans 


A nonqualified plan of deferred compen- 
sation is one which does not comply with 
the requirements of Section 165 of the Code 
concerning broad coverage and nondiscrimi- 
nation. A nonqualified plan does discrimi- 
nate in favor of one or more executives and 
usually does not cover any more than the 
executive group. Such plans are of two 
broad types—funded and nonfunded. The 
funded plans are those which use either 
a trust into which the employer corporation 
makes contributions or an annuity contract 
under which thé employer corporation makes 
payments directly to an insurance company. 


In these days of salary stabilization regu- 
lations, funded plans, whether using trusts 
or annuity contracts, are not much in vogue 
because of the necessity for obtaining prior 
approval of the Salary Stabilization Board. 
Some attorneys have expressed the opinion 
that the Salary Stabilization Board, how- 
ever, does not have jurisdiction over meth- 
ods of supplementary compensation which 
neither require an accrual nor a payment 
during the existence of these regulations. 
Based on such legal opinions, a few corpo- 
rations have adopted nonqualified and non- 
funded plans of deferred compensation for 
their executives. Such a nonfunded plan 
consists merely of a contract between the 
corporation and the particular employee 
under which the corporation promises to 
pay the employee a certain number of dol- 
lars per month commencing on a date quite 
a number of years hence, usually at retire- 
ment age. The rights of the employee under 
such a contract are made forfeitable at least 
until the occurrence of the specified date; 
and it is the writer’s opinion that it’ would 
be well to require that the rights of the em- 
ployee be forfeitable throughout his lifetime. 

In order to insure that the rights of the 
employee will be forfeitable until retirement 
age, it is only necessary to provide that in 
order to secure any benefits under the con- 
tract he must remain in the continuous 
employment of the corporation until his 
retirement age unless he becomes physically 
disabled prior thereto or is discharged with- 
out cause. In order that his rights under 


% Shuster v. Helvering, 41-2 ustc { 9601, 121 
F. (2d) 643; Veit, CCH Dec. 15,718, 8 TC 809; 
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the contract may then continue to be tor- 
feitable after retirement age, any one of the 
following contingencies as may seem appro- 
priate under the particular circumstances 
can be inserted: 


(1) An agreement not to compete. 


(2) An agreement to hold himself avail- 
able to render advisory services but to be 
separately compensated for such services as 
he does render. If the agreement provides 
that he must render advisory services as 
part consideration for the receipt of the 
pension deferred or compensation, then it 
is probable that the employee will lose his 
rights to social security benefits. 


(3) A proviso that the employee shall 
receive no benefits for any year following 
a year in which the profits of the corpora- 
tion shall fall below a stipulated dollar 
amount or for which no dividends shall have 
been paid on the outstanding stock. 


In order to create forfeitable rights and 
true contingencies it is necessary that the 
conditions be real and substantial in the 
light of the particular circumstances and 
facts which exist. 


With respect to tax consequences, the 
employer corporation will become entitled 
to a deduction for the money it actually 
pays to the executive after his retirement 
under the provisions of Section 23(p) (1) (D), 
for the employee will have a nonforfeitable 
right in the particular sum of cash which 
is given to him monthly after retirement. 
With respect to the employee, the courts 
have held in a great many cases™ that an 
unsecured promise to pay of a corporation 
embodied in a nonnegotiable contract does 
not have any fair market value. Accord- 
ingly, the employee under present law will 
not have any taxable income even if he has 
nonforfeitable rights under the nonqualified 
contract plan. But because so many such 
plans are being adopted, it is deemed pru- 
dent to anticipate that the courts may in 
the future commence to hold, at least under 
some circumstances, that an unsecured promise 
to pay of a corporation may have a fair 
market value. For that reason, it seems 
prudent that the rights of the employees 
should be made forfeitable at all times. If 
death benefits are going to be set up under 
the contract in favor of the executive’s 
widow or heirs, again it would be prudent 
to attach contingencies to the payment of 
such death benefits so that at the very least 
the amount thereof will not be determinable 
until date of death. [The End] 


Ennis, CCH Dec. 18,543, 17 TC —, No. 51; and 
cases therein cited. 
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CAPITAL GAINS Treatment 


on Livestock Sales 


By HARRY M. HALSTEAD . . . . THE AUTHOR IS A MEMBER 
OF THE LAW FIRM OF FORSTER & GEMMILL, LOS ANGELES, CALIFORNIA. THIS 
ARTICLE IS BASED UPON AN ARTICLE, BY THE AUTHOR, PUBLISHED IN THE 
DECEMBER, 1951 ISSUE OF THE SOUTHERN CALIFORNIA LAW REVIEW AND 
ENTITLED ‘“‘CAPITAL GAINS OF FARMERS," WHICH DISCUSSED CASES AND 
BUREAU RULINGS PRECEDING THE REVENUE ACT OF 1951. THE ORIGINAL 
ARTICLE HAS BEEN REVISED AND BROUGHT UP TO DATE. 


HE DISPUTE between the Commis- 

sioner and stockmen as to the conditions 
under which Code Section 117 (j) will re- 
sult in capital gains treatment of the gains 
from livestock sales began soon after the 
enactment of that section in 1942, Almost 
nine years of litigation had failed to produce 
a solution when Congress, by Section 324 
of the Revenue Act of 1951, sought an 
answer by amending Code Section 117 (j). 
It is the purpose of this article to examine 
briefly the historical development of this 
conflict between cattlemen and the Com- 
missioner over the application of Code Sec- 
tion 117 (j), to analyse the accomplish- 
ments of the 1951 legislation and to pre- 
sent some of the important issues which 
have been brought into focus as a result of 
the 1951 legislation. 


1Code Sec. 117(j), before the Revenue Act of 
1951, provided as follows: 


“Gains and losses from Involuntary Conver- 
sion and from the Sale or Exchange of Certain 
Property Used in the Trade or Business— 


“(1) Definition of property used in the trade 
or business.—For the purpose of this subsection, 
the term ‘property used in the trade or business’ 
means property used in the trade or business, 
of a character which is subject to the allowance 
for depreciation provided in section 23(1), held 
for more than 6 months, and real property used 
in the trade or business held for more than 6 
months which is not (A) property of a kind 
which would properly be includible in the in- 


ventory of the taxpayer if on hand at the close 


of the taxable year, or (B) property held by the 
taxpayer primarily for sale to customers in the 
ordinary course of his trade or business, or (C) 
a copyright, a literary, musical, or artistic 
composition, or similar property, held by a 
taxpayer described in subsection (a)(1)(C). 
Such term also includes timber with respect to 
which subsection (k)(1) or (2) is applicable. 


Capital Gains 


The problem has been stated by the Sen- 
ate Finance Committee in its report on the 
1951 Revenue Act, as follows: 


“In the case of farmers there has been 


_ considerable confusion and dispute for sev- 


eral years as to whether all livestock held 
for draft, dairy, or breeding purposes is 
‘property used in the trade or business’ or 
whether in some cases the livestock should 
be deemed held ‘primarily for sale to cus- 
tomers in the ordinary course of his trade 


,” 


or business’. 


The controversy arose immediately after 
the Revenue Act of 1942 added subsection 
(j) to Code Section 117,’ and has been con- 
cerned almost exclusively with breeding 
animals. It reached such proportions by 
1944 and 1945 that the Bureau felt obliged 


(2) General rule.—lIf, during the taxable 
year, the recognized gains upon sales or ex- 
changes of property used in the trade or busi- 
ness, plus the recognized gains from. the 
compulsory or involuntary conversion (as a 
result of destruction in whole or in part, theft 
or seizure, or an exercise of the power of 
requisition or condemnation or the threat or 
imminence thereof) of property used in the 
trade or business and capital assets held for 
more than 6 months into other property or 
money, exceed the recognized losses from such 
sales, exchanges, and conversions, such gains 
and losses shall be considered as gains and 
losses from sales or exchanges of capital assets 
held for more than 6 months. If such gains 
do not exceed such losses, such gains and losses 
shall not be considered as gains and losses from 
sales or exchanges of capital assets. For the 
purpose of this paragraph: 


“(A) In determining under this paragraph 
whether gains exceed losses, the gains and 
(Continued on following page) 
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The Commissioner was not successful when 
he attempted to persuade the courts to 
accept some of his livestock rulings. 


to publicize its position in I. T. 3666? and 
I. T. 3712* that Code Section 117 (j) would 
not apply to the sale of animals normally 
culled from the breeding herd; capital gains 
treatment being reserved for the proceeds of 
the sale of animals whose removal from the 
herd was for the purpose of changing ‘the 
breed or the quality of the produce or re- 
sulted in decreasing the size of the herd. 
A rule of thumb adopted by the Bureau 
provided that the number of animals sold 
from the breeding herd in excess of those 
added to the herd during the taxable year 
would qualify as animals abnormally re- 
moved from the herd and therefore subject 
to Code Section 117 (j). In other words, 
ordinary sales which did not reduce the 
breeding herd were treated as producing 
ordinary income while sales that reduced 
the herd were abnormal and resulted in 
capital gains. 


Dissatisfied taxpayers were victorious in 
having the courts declare invalid the tests 
promulgated by the Commissioner’s rulings, 
and it became clear that all draft, dairy and 
breeding animals were property used in the 
trade or business and not held primarily 
for sale to customers in the ordinary course 
of the trade or business.‘ Practically the 
sole issue in the cases was that of whether, 
under the particular circumstances of the 
case, the animals sold had been held as 


(Footnote 1 continued) 
losses described therein shall be included only 
if and to the extent taken into account in com- 
puting net income, except that subsections (b) 
and (d) shall not apply. 


““(B) Losses upon the destruction, in whole 
or in part, theft or seizure, or requisition or 
condemnation of property used in the trade or 
business or capital assets held for more than 6 
months shall be considered losses from a com- 
pulsory or involuntary conversion.”’ 


21944 CB 270. 
3 1945-1 CB 176. 


‘Taxpayers have an unusual record of vic- 
tories in applying Code Sec. 117(j) to livestock 
sales. See Albright v. U. 8., 49-1 ustc { 9215, 
173 F. (2d) 339 (CA-8); Hmerson, CCH Dec. 
16,989; 12 TC 875 (1949); Fawn Lake Ranch 
Company, CCH Dec. 17,061, 12 TC 1139 (1949), 
Commissioner’s appeal dismissed (nolle prosse), 
180 F. (2d) 749 (CA-8), NA 19492 CB 4; 
Flato, CCH Dec. 17,706, 14 TC 1241 (1950); U.S. 


886 


draft, dairy or breeder animals. Faced with 
an array of adverse court decisions, the 
Commissioner had no alternative but to 
withdraw his tests for applying Code Sec- 
tion 117 (j) by revoking I. T. 3666 and 
I, T. 3712 and to try a new approach. This 
was done by the issuance of Mimeograph 
6660 on June 27, 1951, where the Bureau 
announced that Code Section 117 (j) would 
apply to sales of draft, dairy and breeding 
animals if they have been held for substan- 
tially their full period of usefulness, or if 
they were added to the herd for substantial 
use in the herd and not as a temporary 
expedient for the sole purpose of acquiring 
a label as “breeders” in the hope that Code 
Section 117 (j) might apply to an early 
sale. Particularly, the Bureau objected to 
applying Code Section 117 (j) to animals 
sold after producing one offspring or one 
litter. The effort of the Bureau seemed to 
be a weak one in view of the prior decisions 
of the courts in which the period of use- 
fulness of an animal did not seem to be a 
question worth raising; the primary inquiry 
of the courts having been whether the 
animal was used for draft, dairy or breeding 
purposes so as not to be held primarily 
for sale to customers.® 

The Commissioner called to Congress’ 
attention the need for a clear expression 
of Congressional intent to guide the appli- 
cation or nonapplication of Code Section 
117 (j) to livestock as early as 1948, when 
the “Revenue Revision Act of 1948,” which 
failed to pass the Senate, contained an 
amendment to Code Section 117 (j) which 
would have enacted into law the Commis- 
sioner’s position as set forth in I. T. 3666 and 


v. Bennett, Berbeck v. U. 8., and Finch v. U. 8., 
51-1 ustc {§ 9130, 186 F. (2d) 407 (CA-5); Davis v. 
U. 8., 51-1 ustc 9173, 96 F. Supp. 785 (ND 
Iowa); Mitchell v. U. 8., 51-1 ustc { 9208, 96 
F. Supp. 473 (ND Cal.); Fox, CCH Dec. 18,241, 
16 TC 854 (1951); Schmidt, CCH Dec. 18,353(M), 
10 TCM 623 (1951); Miller v. U. S8., 51-1 ustc 
{ 9297, 98 F. Supp. 948, (DC Neb.). But com- 
pare Kline, CCH Dec. 18,018, 15 TC 998 (1950), 
where purchased cows held for one crop of 
calves were found held primarily for sale to 
customers in the ordinary course of business. 


5 1951-2 CB 60. 


In McDonald, CCH Dec. 18,462, 17 TC —, No. 
25, the Tax Court found cattle held more than 
24 months not to be held for sale to customers 
in the ordinary course of taxpayer’s business, 
and also found that the useful life of the 
animals could be as high as 14 years. But see 
Schmidt, cited at footnote 4, where the ‘‘de- 
sirability’’ of hogs as breeders had come to an 
end after three litters. 
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To eliminate the uncertainty created by a 
bureau ruling, Congress amended Section 
117 (j) (1) to include livestock. 


I. T. 3712.7 The Treasury again proposed 
legislation in 1950 to eliminate “breeding 
and dairy animals regularly culled for sale 
each year” from Code Section 117 (j) treat- 
ment to close what Secretary Snyder termed 
a “loophole.”* Despite the strong position 
taken by the government, the Senate ver- 
sion of the Revenue Act of 1950 contained 
a provision applying Code Section 117 (j) 
to “cattle.”® But the provision “did not 
clear up the situation with respect to other 
forms of livestock such as sheep and hogs,” 
and it was rejected in conference.” Con- 
gress again approached the matter in pre- 
paring the Revenue Act of 1951. The Senate 
Finance Committee found that the Bureau’s 
position in Mimeograph 6660 had injected 
“new uncertainties, and it has been stated 
that Bureau agents are interpreting this 
ruling to mean that only animals which have 
completely outlived their usefulness can 
qualify for the capital gains treatment.” 
Congress therefore provided in Section 324 
of the Revenue Act of 1951 as follows: 


“Sec. 324. SALES OF LIVESTOCK. 


“Section 117 (j) (1) is hereby amended 
by adding at the end thereof the following 
new sentences: ‘Such term also includes 
livestock, regardless of age, held by the 
taxpayer for draft, breeding, or dairy pur- 
poses, and held by him for 12 months or 
more from the date of acquisition. Such 
term does not include poultry.’ The first 
sentence added to section 117 (j) (1) by 
the amendment made by this section shall 
be applicable with respect to ‘taxable years 
beginning after December 31, 1941, except 

™Sec. 134 of H. R. 6712, 80th Cong., 2d Sess., 
provided: 


‘Section 117(j)(1) [relating to definition of 
property used in trade or business] is hereby 
amended by inserting after the first sentence 
thereof, the following new sentence: ‘Such 
term includes animals used in the trade or 
business of the taxpayer except those animals 


which customarily would be selected during the . 


taxable year for sale or exchange in the ordi- 
nary course of business.’ ’’ 


8See p. 4 of Exhibit 4 accompanying state- 
ment of Secretary of the Treasury Snyder before 
Ways and Means Committee, February 3, 1950. 

®*The provision was as follows: ‘‘Such term 
also includes cattle used for breeding or dairy 
Purposes if such cattle were owned by taxpayers 
for more than three months.”’ 


Capital Gains 


that the extension of the holding period 
from 6 to 12 months shall be applicable 
only with respect to taxable years beginning 
after December 31, 1950. The second sen- 
tence added to section 117 (j) (1) by the 
amendment made by this section shall be 
applicable only with respect to taxable years 
beginning after December 31, 1950.” 

The method adopted by Congress of in- 
cluding livestock, regardless of age, held 
for draft, breeding or dairy purposes and 
held for 12 months or more, within the 
definition of “property used in the trade 
or business” by specific statutory language 
has eliminated a number of problems. Prior 
to the 1951 amendment, in the language of 
the Court of Appeals for the Eighth Circuit 
in the Albright case," the taxpayer’s burden 
of proof required him to show: 

“, . (1) that the animals sold were used 
in his trade or business; (2) were subject to 
allowance for depreciation; (3) were held 
for more than six months; (4) were not 
property of the kind includible in the in- 
ventory of the taxpayer if on hand at the 
close of the taxable year; and (5) that the 


- animals were not held by the taxpayer pri- 


marily for sale to customers in the ordinary 
course of his trade or business.” 

Of these elements only the last has been 
seriously disputed by the Commissioner in 
his rulings and in the litigated cases.” 
Under the 1951 Revenue Act amendments 
to Code Section 117 (j), once the taxpayer 
establishes the facts that the animals sold 
were held for 12 months or more and held 
for draft, breeding or dairy purposes as a 
part of his business, all the qualifications for 
capital gains treatment are met and no 
further consideration of the elements listed 
by the court in the Albright case is necessary. 

The Commissioner, at least since 1944, 
has not denied that true draft, breeding 
and dairy animals are property used in the 

10 Report of the Committee on Finance, United 


States Senate, to Accompany H. R. 4473, Reve- 
nue Bill of 1951, p. 41. 


11 See footnote 4, above. 

122 The court said: ‘‘In the brief filed on be- 
half of the Government it is admitted that the 
taxpayer has established the first four of these 
requirements.”’ I. T. 3666 and I. T. 3712 


conceded that breeding animals were subject to 
depreciation and not properly includible in 
inventory even though in practice breeding 
livestock is not generally depreciated and is 


frequently inventoried. See also Fawn Lake 
Ranch Company, cited at footnote 4, to the effect 
that inclusion of breeders in inventory does not 
change their nature as depreciable property 
under Code Sec. 117(j). 
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The subterfuge of running feeder cattle 
through a breeder herd may be detected 
by means of the 12-month holding period. 


trade or business. Therefore, the 1951 
amendment adds nothing in that respect 
What the Commissioner has objected to is 
the ease with which animals could be con- 
verted to or used as breeders for a short 
period of time and then withdrawn from 
such use and sold for slaughter in the same 
manner as feeder cattle. His rulings im- 
posed artificial definitions of when animals 
shall be deemed to be held for breeding 
purposes and sought to change the character 
of the animal when withdrawn from the 
breeding herd for sale by saying that under 
specified conditions the animal would be 
deemed to be one held primarily for sale 
to customers. The problem between the 
taxpayer and the Commissioner was one 
of defining the conditions under which 
animals are held as true breeder animals. 
Therefore, the significant language in the 
1951 amendment to Code Section 117 (j) 
is that which sets objective standards which 
either directly or indirectly help with this 
problem of definition. Such language is that 
fixing a 12-month holding period, provid- 
ing that the age of an animal has no sig- 
nificance in applying Code Section 117 (j), 
and distinguishing between the holding period 
and the act of holding for draft, breeding 
or dairy purposes. 


Where animals have been held by the 
taxpayer for 12 months or more and have 
been in the breeding herd for breeding pur- 
poses a reasonable part of that time,” there 
appears to be no foundation for the Com- 
missioner to contend that the animals are 
held primarily for sale to customers in the 
ordinary course of business. The possible 
practice feared by the Bureau in the past 
of running feeder cattle through the breeder 
herd to disguise their true character on sale 
can still be brought to light as a means of 
denying Code Section 117 (j) treatment. 
But the 12-month holding period will do 
much to make such a subterfuge unprofit- 
able since many feeder cattle operations 
involve the purchase of mature animals 


% The holding period starts with the date of 
acquisition and not with the date the animal 
begins to be used for draft, breeding or dairy 
purposes. See Report of the Committee on 
Finance, United States Senate, to Accompany 
H. R. 4473, Revenue Bill of 1951, p. 42. 
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which are fattened and marketed in a period 
of time much shorter than 12 months. 

The 12-month holding period also elimi- 
nates the question of whether an immature 
animal can qualify as an Code Section 
117 (j) asset. Whether an animal is held 
to produce only one offspring or one litter 
has no place under the 1951 amendment,” 
nor is it necessary to hold animals for 
“substantially their full period of useful- 
ness,” a holding of 12 months being all 
that is required. Mimeograph 6660 there- 
fore was contrary to law, and it has been 
revoked. But for all the changes in the 
statute aimed at clarifying the status of 
certain livestock as Code Section 117 (j) 
assets, there still remains a fringe area in 
which the courts will continue to be called 
upon to decide whether, in fact, particular 
animals are held for draft, dairy and breed- 
ing purposes. The 1951 amendment is only 
an aid to such a determination. The cases 
cited in the footnotes above, considered in 
the light of the 1951 amendment, will be of 
great importance. There can be no absolute 
test in applying the magic words held for 
draft, dairy and breeding purposes. The facts 
of each case will continue to control, and 
courts at times will be required to determine 
those facts. 


The Commissioner, at the time this article 
was written, was in the process of restating 
the Bureau’s position as to when animals 
will be recognized as held for draft, dairy 
and breeding purposes. Proposed amend- 
ments to Regulations 111, Section 29.117, 
were published in the Federal Register on 
May 16, 1952, and it is probable that these 
amendments will be promulgated prior to 
the publication of this article. Nevertheless 
a brief consideration of the proposed amend- 
ments is appropriate here, at the risk of 
criticizing language which may be altered 
in the proces’ of the Commissioner’s putting 
the regulations in final form. 


The proposed regulations provided in part 
as follows: 


“(c) Livestock held for draft, breeding, or 
dairy purposes ——For the purpose of this sec- 
tion, the term “livestock” shall be given a 
broad, rather than a narrow, interpretation 
and includes cattle, hogs, horses, mules, 
donkeys, sheep, goats, fur-bearing animals, 
and other mammals. It does not include 


144The 1951 amendment would seem to reverse 
the Tax Court decision in Kline, cited at foot- 
note 4, if the animals are held for 12 months 
or more. 
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It is feared that the narrow language used 
in the proposed regulations may lead to a 
restricted application of Section 117 (j). 


chickens, turkeys, pigeons, geese, other 
birds, fish, frogs, reptiles, etc. 


“The determination whether or not live- 
stock is held by the taxpayer for a draft, 
breeding, or dairy purpose depends upon 
all of the facts and circumstances in each 
particular case. The purpose for which the 
animal is held is ordinarily shown by the 
taxpayer’s actual use of the animal. How- 
ever, a draft, breeding, or dairy purpose 
may be present in a case where the animal 
is disposed of within a reasonable time after 
its intended use for such purpose is pre- 
vented by accident, disease, or other circum- 
stance. An animal held for ultimate sale to 
customers in the ordinary course of the 
taxpayer’s trade or business may, depending 
upon the circumstances, be considered held 
for a draft, breeding, or dairy purpose. An 


animal is not held by the taxpayer for a- 


draft, breeding, or dairy purpose merely 
because it is suitable for such purpose or 
because it is held by the taxpayer for sale 
to other persons for use by them for such 
purpose. Furthermore, an animal held by 
the taxpayer for other purposes is not con- 
sidered to be held for a draft, breeding, or 
dairy purpose merely because of a negli- 
gible use of the animal for such purpose 
or because of the use of the animal for such 
purpose as an ordinary or necessary incident 
to the purpose for which the animal is held. 


“These principles may be illustrated by 
the following examples: 


“Example 1. An animal intended by the 
taxpayer for use by him for breeding pur- 
poses is discovered to be sterile, and is 
disposed of within a reasonable time there- 
after. This animal was held for breeding 
purposes. 


“Example 2. The taxpayer retires from 
the breeding or dairy business and sells his 
entire herd, including young animals which 
would have been used by him for breeding 
or dairy purposes if he had remained in 
business. These young animals were held 
for breeding or dairy purposes. 


“TI am indebted to Mr. Stephen H. Hart, at- 
torney of Denver, Colorado, representing the 
National Live Stock Tax Committee, for his 
excellent statement of objections to the pro- 


Capital Gains 


“Example 3. A taxpayer in the business 
of raising hogs for slaughter customarily 
breeds sows to obtain a single litter to be 
raised by him for sale, and sells these brood 
sows within a reasonable time after obtain- 
ing the litter. Even though these brood 
sows are held for ultimate sale to customers 
in the ordinary course of the taxpayer’s 
trade or business, they are considered to be 
held for breeding purposes. 


“Example 4. A taxpayer in the business 
of raising horses for sale to others for use 
by them as draft horses uses such horses 
for draft purposes on his own farm in order 
to train them. This use is an ordinary or 
necessary incident to the purpose of selling 
such animals, and, accordingly, these horses 
are not held for draft purposes. 


“Example 5. The taxpayer is in the busi- 
ness of raising registered cattle for sale to 
others for use by them as breeding cattle. 
It is the business practice for the cattle to 
be bred, prior to sale, in order to establish 
their fitness for sale as registered breeding 
cattle. In such case, those cattle used by 
the taxpayer to produce calves which are 
added to the taxpayer’s herd are considered 
to be held for breeding purposes; the tax- 
payer’s use of the other cattle for breeding 
purposes is an ordinary or necessary inci- 
dent to his holding such other cattle for 
the purpose of selling them as registered 
breeding cattle, and such use does not 
demonstrate that the taxpayer is holding 
the cattle for breeding purposes. 


“Example 6. A taxpayer, engaged in the 
business of buying cattle and fattening them 
for slaughter, purchased cows with calf. 
The calves were born while the cows were 
held by the taxpayer. These cows were not 
held for breeding purposes. (Reg. 111, Sec. 
29.117-7.)” 


There has been considerable criticism of 
the proposed regulations,“ most of which 
goes to the narrowness of certain language 
and examples, which will probably lead to 
an unjustifiably restricted application of 
Code Section 117 (j) in the field unless 
appropriate changes are made before the 
amendments become effective. Animals which 
are, in the language of the statute, “held 
‘by the taxpayer for draft, breeding, or dairy 
purposes” should come within the scope of 
Code Section 117-(j) regardless of the rea- 
son for the sale of such animals. There 
posed regulations made pursuant to the Ad- 


ministrative Procedure Act, some of which are 
incorporated in this article. 
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If livestock can qualify for capital gains 
treatment, why not include poultry? 


should be no requirement, such as the pro- 
posed regulations set forth, that where an 
animal is held for draft, dairy or breeding 
purposes, but is sold without actual use (for 
example, without being bred) such use must 
have been “prevented by accident, disease, 
or other circumstance.” This language 
would seem to mean that a wilful decision 
of a cattleman that particular animals held 
for breeding purposes have not developed 
desirable characteristics and should not be 
bred places the sale of such animals outside 
the scope of Code Section 117 (j). The 
National Live Stock Tax Committee has 
suggested, in lieu of the second paragraph, 
third section, of the part of the proposed 
regulation quoted above, the following: 


“However, a draft, breeding or dairy pur- 
pose may be present in a case where the 
animal is disposed of without such actual 
use, if such intended use is prevented or 
made undesirable by accident, disease, 
drought, economic circumstance, change of 
taxpayer’s operations, failure of the animal 
to conform to taxpayer’s requirements, or 
other circumstances.” 


The criticism made above is likewise ap- 
plicable to Examples 1 and 2, contained in 
the proposed regulations quoted above. A 
breeder animal might be unsuited to a tax- 
payer’s breeding operations for one of a 
hundred different reasons. Sterility is a 
good illustration of one reason as in Example 
1. But it ought to be stated in the regulations 
with emphasis that the reason for disposing 
of an animal is significant only in the sense 
that it is some evidence of the fact that the 
animal was or was not held by the taxpayer 
for draft, dairy or breeding purposes. Thus, 
the fact that a taxpayer sells his entire herd 
of dairy. or breeder animals should not re- 
sult in any different treatment of young 
animals sold with the herd than is afforded 
upon a sale of only the young animals, pro- 
vided, of course, they were held for dairy 
or breeding purposes and were held for 
more than 12 months. The sale of the 
entire herd is only some evidence that the 
taxpayer was, in fact, treating all the animals, 
young or old, as part of the dairy or breed- 
ing herd. 


Perhaps most unfortunate is Example 5 
of the proposed regulations which might be 
construed by agents not thoroughly familiar 
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with the cattle business to mean that regis- 
tered cattle owned by a taxpayer who is in 
the business of producing registered cattle 
for sale to customers are never held for 
breeding purposes unless they actually pro- 
duce calves which are added to the breeding 
herd. Example 5 must be intended to illus- 
trate that the mere breeding of an animal 
held for sale in the ordinary course of busi- 
ness (such as the sale of a proven bull or 
bred heifer by a person in the business of 
raising purebred animals for sale) does not 
change its character to one held for breed- 
ing purposes. Therefore, the language in 
Example 5 that “those cattle used by the 
taxpayer to produce calves which are added 
to the taxpayer's herd are considered to be 
held for breeding purposes” (italics sup- 
plied) would seem inappropriate and likely 
to be construed so as to impose on raisers 
of registered cattle conditions to the appli- 
cation of Code Section 117 (j) which are 
beyond the express statutory requirements 
and in conflict with other parts of the 
proposed regulations dealing with breeders 
of nonregistered livestock. Example 5 
should be changed to eliminate any erron- 
eous application of it, as by denying Code 
Section 117 (j) treatment to a registered 
animal on the grounds that it had not pro- 
duced offspring. If the registered animal is 
held for breeding purposes the statutory test 
is met. Actual production of offspring is 
not the test and the regulations should con- 
tain no ambiguity which might lead to a 
contrary conclusion. 


A question of possible discrimination is 
raised by the action of Congress in eliminat- 
ing poultry from the scope of Code Section 
117 (j). The Senate version of the 1951 
Revenue Act included turkeys held for 
breeding purposes but excluded other poul- 
try from the definition “property used in 
the trade or business.” The Conference 
Committee removed the provision concern- 
ing turkeys which would seem to be reason- 
able if other poultry is to be excluded. But 
if cows, pigs and other livestock can be 
held for one year and used for breeding 
purposes so as to qualify under Code Sec- 
tion 117 (j) for capital gains treatment, then 
why not poultry? It becomes difficult to 
see a clear distinction between such live- 
stock and poultry similarly used. The one- 
year holding period provision should be 
even more effective in limiting capital gains 
treatment of poultry than of livestock. In 
eliminating poultry from the definition of 
property used in the trade or business, 
Congress is denying capital gains treatment 
in situations to which the Commissioner has 
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Accounting difficulties of livestock users 
have been disclosed in the struggle over 
the application of Section 117 (j). 


heretofore applied Code Section 117 (j) 
A poultryman can no longer avail himself 
of the Commissioner’s ruling, however diffi- 
cult the application was, that “only abnormal 
sales of his chickens [presumably othe: 
poultry also] used for breeding purposes, or 
for the production of eggs, may be treated 
as sales of capital assets under the provi 
sions of Section 117 (j) of the Code.” * 


The struggle over the application of Code 
Section 117 (j) to livestock has served to em- 
phasize the accounting difficulties of livestock 
users. The present course of the Commissioner 
in seeking to limit the benefit of Code Section 
117 (j) to cattlemen and other users of 
livestock is an attack on their accounting 
practices. This was anticipated by the Sen- 
ate Finance Committee in its report on the 
1951 amendment to Code Section 117 (j) 
which states as follows: “Your committee 
believes that the gains from sales of live- 
stock should be computed in accordance 
with the method of livestock accounting 
used by the taxpayer and presently recog- 
nized by the Bureau of Internal Revenue.” 
This statement of intention by the Finance 
Committee at least should have the effect of 
permitting cattlemen and other users of 
livestock to inventory draft, dairy and breed- 
ing animals without losing the benefit of 
Code Section 117 (j).” More important to 
many cattlemen, it should also have the 
effect of preserving the cash basis of ac- 
counting for cattle operations now permitted 
by Regulations 111, Section 29.22(c)-6. 


A cattleman on the cash basis of account- 
ing deducts as ordinary expense for income 
tax purposes all costs of operation, including 
labor, feed and other supplies used in rais- 
ing livestock. Animals purchased for draft, 
breeding or dairy use are depreciable.” The 
Be A aeRngss. NN ish eee es a 


%@ Special Ruling, September 26, 1950. 
™ Regs. 111, Sec. 29.22(c)-6, provide in part 
as follows: ‘‘Because of the difficulty of as- 
certaining actual cost of livestock and other 
farm products, farmers who render their returns 
upon an inventory basis may value their in- 
ventories according to the ‘farm-price method’, 
and farmers raising livestock may value their 
inventories of animals according to either the 
farm-price method’ or the ‘unit-livestock-price 
method’.’’ 

And: “A taxpayer who elects to use the 
unit-livestock-price method’ must apply it to 
all livestock raised, whether for sale or for 
breeding, draft, or dairy purposes. 


Capital Gains 


. Code Section 117 (j). 


result is that most livestock sold will have 
a zero basis for determining gain, and the 
entire proceeds will be taxed at capital 
gains rates where Code Section 117 (j) 
applies, even though the cost of the animals 
will have been deducted in full for income 
tax purposes. In addition, the cash basis 
livestock user can defer income taxes until 
he sells his animals, since by not reporting 
inventories of livestock the increase in 
value of his herds is not a factor in com- 
puting income. The accrual basis cattleman 
who inventories draft, dairy and breed- 
ing animals loses the benefit of Code Section 
117 (j) to the extent of the inventory value 
of raised animals sold, since the inventory 
value represents costs that would have been 
deducted in full from ordinary income on 
the cash basis. This is more or less true as 
concerns purchased animals to the extent that 
depreciation is a factor in valuing inventories. 


The Commissioner was successful in get- 
ting Congress to enact the new Code Sec- 
tions 24 (f) and 113 (b) (1) in the 1951 
legislation requiring farmers to capitalize 
the cost of producing crops sold subject to 
Through the Sec- 
retary of the Treasury, the Commissioner 
has now asked Congress to pass similar 
legislation to require cash basis cattlemen 
to capitalize their costs of raising animals. 
The request for such legislation was made 
on June 27, 1952, when Secretary of the 
Treasury Snyder wrote to Senator Walter 
F. George, Chairman of the Senate Finance 
Committee, and Representative Robert L. 
Doughton, Chairman of the House Ways 
and Means Committee, stating that cash 
basis cattlemen were receiving a windfall 
not available to accrual basis cattlemen, 
(for the reason that the Commissioner re- 
fuses to grant permission to accrual basis 
cattlemen to change to the cash basis) and, 
in effect, that more taxes should be col- 
lected from cash basis cattlemen. Secretary 
Snyder did not go into detail as to just 
what method of capitalization the Treasury 
proposed, but he did state as follows: 


A livestock raiser who uses the ‘unit-livestock- 


price method’ must include in his inventory 
at cost any livestock purchased, except that 
animals purchased for breeding, dairy, or draft 
purposes can, at the election of the livestock 
raiser, be included in inventory or be treated 
as capital assets subject to depreciation after 
maturity.”’ 

% See depreciation-rates in Bulletin F issued 
by the Commissioner of Internal Revenue. 
There appears to be no uniform practice of 
depreciating draft, breeding and dairy animals. 
Stockmen in many instances lose a tax benefit 
by failure to depreciate purchased animals. 
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The keeping of detailed capitalization 
records of livestock is not feasible. 





“This. Department has given careful con- 
sideration to the development of a method 
of capitalization which will not require de- 
tailed record keeping on the part of farmers. 
It would be feasible to permit farmers to 
use as their costs for tax purposes a round 
amount representing the estimated normal 
cost of raising animals of the particular age 
and class. This is similar to the so-called 
unit-livestock-price method of inventory 
now permitted to accrual basis ranchers and 
farmers. Once a reasonable figure is estab- 
lished, it could be permitted to remain un- 
disturbed for 5 years or more in the absence 
of noticeable changes in costs of feed, labor, 
etc. It is recognized that farmers in differ- 
ent parts of the country may have different 
costs and the Bureau of Internal Revenue 
would be expected to permit some tolerance. 
A farmer who does his own work and 
raises his own feed would have little, if any, 
cost to capitalize, since only the outlay of 
cash or its equivalent would be taken into 
consideration.” 


The action of the Treasury in referring 
the matter to Congress followed a series of 
conferences, sponsored by the Department 
of Agriculture, between the Bureau of In- 
ternal Revenue and representatives of vari- 
ous farm organizations at which the Bureau 
made known its intention to require cash 
basis cattlemen to capitalize their costs. The 
strong protests of taxpayers’ representatives, 
such as the National Live Stock Tax Com- 
mittee, and perhaps some concern by the 
Department of Agriculture, that the book- 
keeping requirements of such a regulation 
would be impractical and possibly unin- 
forceable, resulted in the Commissioner 
abandoning his plan to issue regulations on 
the subject, without specific Congressional 
action. 


This request for legislation probably will 
be up for consideration early in 1953. If 
the Bureau’s position is adopted, there will 
be a partial substitute for entirely denying 
livestock users the privilege of reporting 


*” The efforts of Mr. E. P. Callahan, Extension 
Economist, Division of Agricultural Economics, 
Department of Agriculture, to inform persons in 
the state colleges of agriculture of the prob- 
lems involved and to obtain their constructive 
criticism, should result in a collection of in- 
formation and opinions from the farmer edu- 
cational level readily available to Congress in 
considering practical aspects ef the problem. 


their income on a cash basis of accounting, 
Livestock users in general, and cattlemen in 
particular, should oppose any inroads on 
their right to use the cash basis of account. 
ing since so many of them are not equipped 
to maintain the complicated accounts neces- 
sary to present a true picture of their opera- 
tions on an accrual basis or on a basis, as 
proposed by the Treasury, which would be 
a combination cash and accrual basis.” 


By way of summary, it can be said that 
the problems of livestock users under Code 
Section 117 (j), like those of growers of 
crops, are attributable to the strange nature 
of their product and to the environment in 
which their product is produced, as com- 
pared with the usual product and environ- 
ment found in industry. This is particularly 
true of the cattle business. Inventory con- 
trol of range cattle is difficult. Elaborate 
methods of identification .of purchased 
animals must be used if accurate deprecia- 
tion is desired. The average cattleman 
cannot maintain complicated accounting 
records which would be necessary to meet 
the accounting standards found in most 
manufacturing trades. There is a tremendous 
shortage of good accountants familiar with 
the problems of cattlemen, and the sparsely 
populated areas in which so much of the 
cattle business is located are not apt to 
attract any large number of new accountants. 


The work of Congress in adding livestock 
to the statutory definition of property used 
in the trade or business and the expressed 
hope of the Senate Finance Committee that 
accounting practices presently permitted by 
the Bureau will be continued in use are the 
result of at least four years of consideration 
of the difficulties faced by raisers and users 
of livestock in applying the tax laws estab- 
lished by Congress. Congress expects that 
less revenue will be realized under Section 
324 of the Revenue Act of 1951 than would 
have been the case had Congress chosen to 
remove livestock from the scope of Code 
Section 117 (j).” 

Congress believed that policy considera- 
tions require that draft, dairy and breeding 
livestock be treated for what it is, that is, 
property used in the trade or business, and 
that the Commissioner should refrain from 

(Continued on page 922) 

2 Report of the Committee on Finance, United 
States Senate, to Accompany H. R. 4473, Reve 
nue Bill of 1951, at p. 42, where the committee 
estimates a revenue loss of $15 million a year 


under the amendment to Code Sec. 117(j) con- 
tained in Sec. 324 of the act. 
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Being Tax-Wise and Otherwise 
in Multiplying Business Entities 


By J. H. LANDMAN 


MULTIPLICATION OF BUSINESS ENTITIES MAY RESULT IN A SAVING 
OF TAXES. THE AUTHOR REMINDS US, HOWEVER, THAT WHERE THERE 
IS A GAIN, THERE IS USUALLY A RISK, AND THAT THE COURTS WILL 
LOOK TO THE SUBSTANCE—NOT THE FORM—OF EACH TRANSACTION 


| pind effective tax rates pro- 
gress rapidly from a minimum of 22 per 
cent to a maximum of 88 per cent; and 
corporate tax rates range from 30 per cent 
to a maximum of 70 per cent. Little won- 
der that taxpayers today try to spread their 
anticipated incomes among several business 
entities so as to be accountable to the 
Treasury at lower tax rates. Partnerships, 
too, are becoming the fashion again with 
the advent of the increase of the corporate 
normal tax rate to 30 per cent’ and with 
the revival of excess profits taxes? The 
business vehicles that come to mind are 
proprietorships, general partnerships, lim- 
ited partnerships, nonoperating trusts, joint 
ventures, pools, syndicates and additional 
corporations. For federal tax purposes, 
they are all categorized as_ individuals, 
corporations or partnerships, depending on 
what they are in substance and not neces- 
sarily on what they are in form. Partner- 
ships, of course, are not subject to taxes; 
their component partners are treated as 
taxable individuals for the latter’s respec- 
tive interests.* It is not intended to delve 
primarily into the comparative tax merits 
and demerits of these various business 
vehicles. We will indulge in this problem 
only to the: extent necessary to delineate 
the tax risks that emanate from the multi- 
plication of business entities. 


1Revenue Act of 1951; Code Secs. 13, 14, 
201-207, 231 (a). 

2 Excess Profits Tax Act of 1950. 

® Morrissey v. Commissioner, 36-1 ustc { 9020, 
296 U. S. 344; Del Mar Addition v. Commis- 
stoner, 40-2 ustc J 9578, 113 F. (2d) 410; Poplar 
Bluff Printing Company v. Commissioner, 45-2 


Multiplying Business Entities 


(1) To commence with, the Revenue Act 
of 1948* affords tax comfort to spouses 
when they file joint returns. It effects a 


_ splitting of their incomes on a 50-50 basis. 


Furthermore, the Revenue Act of 1951° 
yields some tax economy to “heads of 
households.” The tax risk in the assump- 
tion of the status of spouse or head of a 
household is minimum. The greater risk is 
of a nontax nature and stems from the 
abandonment of one’s alleged bliss of per- 
sonal liberty. 


(2) New business entities may give us 
the necessary relief from some of the hard- 
ships of wage, salary and price controls. 
These controls were all intended for a war- 
time economy. They have proven very 
onerous for some taxpayers in the keen 
competition of the still prevalent peacetime 
economy with those who happen to have 
more favorable operating conditions. New 
business entities may qualify for better 
wage, salary and price ceilings. 


The earnings of proprietors and partners 
are not maximized by the government, but 
vary only with the efforts and success of 
the individuals. Social security benefits are 
available to all wage and salary workers, 
and to most proprietors and partners, ex- 
cept for a few self-employed professionals 
such as physicians, lawyers and account- 


ustc { 9344, 149 F. (2d) 1016; Gregory v. Hel- 
vering, 35-1 ustc { 9043, 293 U. S. 465; Higgins 
v. Smith, 40-1 ustc { 9160, 308 U. S. 473; Watson, 
CCH Dec. 11,210, 42 BTA 52 (1940), aff'd 42-1 
ustc { 92,045, 124 F. (2d) 437 (CCA-2). 

4 Code Sec. 25 (b) (1) (A). 

5 Code Sec. 12 (c). 





Mr. Landman is a New York attorney 
and professor of tax law at New York Law School 


ants. Unemployment benefits may be had 
by all employees including corporate execu- 
tives, (and therefore not by proprietors 
and partners), where state and federal 
requirements are satisfied. Social security 
and unemployment benefits are not multi- 
plied by the number of positions one holds. 
Multiple job holders are, however, entitled 
to credit for their excessive contributions. 


Pension, profit-sharing, and stock bonus 
plans are available only to corporations. 
Wage and salary stabilization boards have 
ruled that new pension and profit-sharing 
plans may be put into effect without prior 
approval if they qualify under Code Section 
165, if they provide for normal retirement 
at age 65, if benefits are spread over the 
remaining life of the beneficiary except in 
the event of death, and if the benefits 
derived from employer contributions are 
deferred to the normal retirement date in 
cases where employment terminates prior 
to retirement. New profit-sharing plans 
may not make payments until at least ten 
years after an employee’s admission to the 
plan, payable over at least ten years, thus 
depriving such persons of the possibility 
of capital instead of fully taxable income. 


Employees may be granted death bene- 
fits of $5,000 paid tax-free to beneficiaries 
from all of their employer-corporations, 
and the latter may deduct these sums, if 
these death benefits are part of a written 
agreement.® 


Stock options delivered at 95 per cent 
of market are not currently taxable as 
compensation. The Salary Stabilization 
Board has ruled that such restricted stock 


® Code Sec. 22 (b) (1). 

™ Code Sec. 165 (b). 

§ Code Sec. 23 (1); Regs. 111, Sec. 29.23 (1)-1. 

® Code Secs. 23 (m), 114 (b); Regs. 111, Sec. 
29.23 (m). 
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options may be granted after January 24, 
1951 without prior Board approval if the 
employer does not treat them as deduc- 
tions. If the differential is greater than 
5 per cent, it needs approval which may 
be granted if the employees would other- 
wise be entitled to a salary increase. 


Profit-sharing trusts which acquire em- 
ployer or subsidiary stock or bonds avoid 
tax on their appreciation until the sepa- 
rated employee-beneficiary sells them in 
1951 or later. Should they become part 


of such employee-beneficiary’s estate, they 
will be subject to estate tax at fair market 
value at death or, by election, one year 


later, but not subject to tax on the capital 
gain." 

(3) Let us now consider the problems 
of depreciation® and depletion® rates, ex- 
perimental and promotional costs” and 
accounting procedures™ of existing busi- 
ness entities. The nature of these factors 
alone may be determinative as to whether 
these vehicles should be dissolved. Old 
entities need approval of the Commissioner 
to change the method of reporting such 
items which is usually not granted without 
tax cost. New entities do not ordinarily 
need it. There are the dangers, however, 
that the new depreciation or depletion 
deduction method may prove unacceptable, 
experimental costs may have to be capi- 
talized rather than expensed, and a desig- 
nated hybrid accounting procedure may not 
be in accord with industry practice. Of 
course, the accrual method of accounting 
must be used when inventories are involved. 


10 Code Sec. 24 (a) (7); Regs. 111, Sec. 29.245; 
Sec. 113 (b) (1) (A); Regs. 111, Sec. 29.112 
(b) (1)-1; statement by Commissioner Dunlap 
before Joint Committee on Internal Revenue 
Taxation, 1952. 

11 Regs. 111, Sec. 29.41. 
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(4) Since a partnership pays its income 
taxes through its partners as individuals, and 
not as an entity, by closing the partnership’s 
period in a year subsequent to that of the 
partners, the partnership income can be 
made reportable one year hence, when it 
is hoped tax rates will be lower. However, 
should such a partnership be terminated 
by the death or withdrawal of a partner 
or for any other reason during its taxable 
year, more than one year’s partnership 
income, as of the cessation date of the 
partnership, may be reportable by all the 
partners, in addition to their other private 
incomes. This may cause an undue tax 
hardship because of the bunching of income. 


Heretofore, the tax law had been clear 
that if a partnership agreement provided 
that the estate of a deceased partner was 
to share in the profits of the firm for a 
limited period of time and such agreement 
was not contrary to state law, the surviv- 
ing partners and the estate were subject 
to tax on their respective shares at the 
regular annual closing date thus avoiding 
the concentration of income. However, the 
recent adverse decision of the Second Cir- 


cuit Court of Appeals renders this rule - 


questionable.” Until the issue is laid to 
rest by Congress or the United States Su- 
preme Court, partnership years that over- 
lap those of the underlying partners’ years 
are fraught with tax dangers in the exig- 
ency of a sudden intrayear termination of 
a partnership. 


(5) The first fiscal period of a new 
entity can be used to effect tax economy. 
New partnerships and corporations, but not 
single proprietorships, have the right to 
conclude their first fiscal periods when it 
pleases them without the consent of the 
Commissioner, provided their durations do 
not exceed 12 months and end on the last 
day of a month. Thereafter, their fiscal 
years may be only on a 12-month basis, 
changeable from the end of one month to 
the end of another only with the approval 
of the Commissioner.” Individual and 
corporate taxpayers for normal and surtax 
purposes need to annualize their incomes 
to effect a change in accounting periods 
but not for short first or last income tax 
returns. Annualizing the income of pe- 
triods of less than 12 months in contrast 


to the usual tax reporting may increase 
the tax burden, if the short period is 
unusually profitable. However, all short 
tax years for excess profits tax purposes 
must be annualized.” 


Unlike the partnership or the single pro- 
prietorship, the usual corporation pays a 
30 per cent norm4l tax, a 22 per cent sur- 
tax, and a 30 per cent excess profits tax. 
Every corporation ordinarily enjoys a 
$25,000 surtax exemption and a minimum 
$25,000 excess profits tax credit. It is, 
therefore, apparent that corporations with 
annual incomes of $25,000 or less sustain 
the one 30 per cent normal tax. Those 
with annual incomes in excess of that sum 
are subject to the concurrent 22 per cent 
surtax and, where their excess profits 
credits do not exceed $25,000, the 30 per 
cent excess profits tax. The $25,000 an- 
nual earnings is a corporation’s tax-jump- 
ing-off point. Obviously, limiting corporate 
earnings to a $25,000 annual maximum 
constitutes tax-wisdom, where operating as 
a corporation is indicated, and that can be 
readily controlled at least for the first fiscal 
period of a new corporation. 


Tax Advantages 
of ‘‘New”’ Corporations 


(6) “New” corporations enjoy decided 
excess profits tax advantages as economic 
stimulants. Such corporations are those 
which commenced business ordinarily after 
June 30, 1946. The ceiling bargain excess 
profits tax rates on the first $300,000 of 
earnings above their credits are 5 per cent, 
5 per cent, 8 per cent, 11 per cent, 14 per 
cent instead of the uniform 30 per cent 
rate for each of the five consecutive years 
in the new corporation’s business history.” 
This tax advantage is denied “new” corpo- 
rations which are controlled by persons 
owning an old corporation engaged in the 
same business through old corporations, or 
wkich have taken over 20 per cent or more 
of the assets of a predecessor, or which 
are engaged principally in government 
business.” Acquiring corporations resulting 
from a current tax-free or even a taxable 
reorganization of predecessor businesses are 
not “new” corporations in the tax-sense. 
Such successors may compute their excess 





2 Commissioner v. Waldman, 51-1 ustc { 9283, 
196 F. (2d) 63 (CA-2). Contrary decisions are: 
Commissioner v. Henderson, 46-1 ustc { 9258, 
155 F. (2d) 310 (CA-5); Girard Trust Company 
v. U. 8., 50-1 ustc 79342 (CA-3), 182 F. (2d) 
921; Mnookin v. Commissioner, 50-2 ustc { 9431, 
184 F, (2d) 89 (CA-8). 


Multiplying Business Entities 


13 Code Sec. 46; Regs. 111, Sec. 29.46-1. 

14 Code Sec. 47 (c) (g); Regs. 111, Sec. 29.47-2. 

1% Code Sec. 433 (a) (2); Regs. 130, Sec. 
40.433 (a)-3. 

16 Code Secs. 430 (e), 445 (g), 462 (g). 

17 Code Sec. 430 (e). 





profits tax credits under the invested capi- 
tal method, or under the income credit 
based on its own or its predecessor’s ex- 
perience, whichever serves it best.” Where 
the acquirer procured its predecessor’s as- 
sets, other than cash, by purchase prior to 
December 1, 1950, whether it be a pro- 
prietorship, partnership, or corporation, its 
income credit will be the sum of their 
joint base period (1946 to 1949) incomes, 
or it may be treated as a so-called “new” 
corporation.” 


“New” corporations starting before the 
end of the base period may in the alterna- 
tive use the “growth formula” in arriving 
at their excess profits tax credits.” To 
qualify, such a taxpayer must have assets 
not in excess of $20,000,000, with evident 
growth in payroll or in gross receipts in 
the base period, or, irrespective of the 
amount of assets, with substantial growth 
in net sales of new products. Their excess 
profits tax credits may be arrived at by 
using their industry capital rates of return 
on their own capital investments for the 
year in question.” 


These tax advantages serve as an in- 
centive to organize corporations. 


New Code Section 15 (c) 


(7) There is a danger lurking for the 
unsuspecting in the new Code Section 15 
(c), supplied by the Revenue Act of 1951, 
because it makes the multiplication of cor- 
porations too tax-tempting. Split-ups entail 
the increasing of the number of corpo- 
rations by creating subsidiaries, dissolving 
the parent and distributing the stock of 
the subsidiaries to the stockholders of the 
‘parent in exchange for their stock in the 
latter. The split-off involves the same type 
of transaction except that the parent is 
not dissolved. Split-ups had been con- 
sidered tax-free exchanges under Code 
Section 112 (b) (5). Split-offs, on the other 
hand, while they appeared to be tax-free 
under Code Section 112 (b) (3) or (b) (4) 
have been treated by the Commissioner as 
taxable transactions with the distributed 
stock as dividends. 


This new statute provides that if a corpo- 
ration transfers all or part of its property, 
other than money, on or after January 1, 
1951, to other corporations created for the 
purpose of acquiring such property and if 

18 Code Secs. 461-465. 


1° Code Sec. 474. 


* Code Sec. 435 (e); Regs. 130, Sec. 40.435-2 
to 5. 


the transferor or its stockholders are in 
“control” of the transferees, then each of 
the transferees shall not be allowed the 
$25,000 surtax exemption or the $25,000 
minimum excess profits credit for such 
year. However, if the transferees show by 
a clear preponderance of evidence that the 
securing of the extra surtax exemption or 
tax credit was not a main purpose of the 
split-up or split-off, the transferees will be 
allowed their exemptions and credits. By 
“control” is meant direct or indirect owner- 
ship of stock possessing at least 80 per 
cent of the voting power or 80 per cent of 
the value of the stock of the corporation. 
Congress found the need to enact Code 
Section 15 (c) at this time in order to 
reassert what it intended earlier in Code 
Section 45 and 129—that taxpayers may 
not effect tax avoidance by acquiring tax 
credits without other business purposes. 
The courts had very much emasculated its 
legislation in this regard in the interim” 
It would be well for taxpayers to heed 
the fact that the Commissioner may now 
invoke the principle of substance versus 
form, and Code Sections 22 (a), 45, 129 
and the new 15 (c) to preclude the creation 
of tax credits by split-ups and split-offs, 


To escape the impact of Code Section 
15 (c), the following precautions might be 
taken. First, cash instead of other prop- 
erty as provided in this statute might be 
transferred but it should not be used to 
buy assets of the parent, and_ second, 
entirely new principals, including key ex- 
ecutives, might be invited to purchase a 
more than 20 per cent interest in the trans- 
ferees. 


After all that has been said, newly or- 
ganized corporations with new capital and 
with their own distinct business purposes 
offer the best assurance of retaining the 
additional surtax and excess profits tax 
credits. 


Tax-Free Spin-Offs 


(8) The Revenue Act of 1951” has re- 
vived the tax-free spin-off, which was known 
to the tax law prior to the Act of 1934, 
as a means of multiplying corporations. 
A spin-off occurs when part of the assets 
of a corporation is transferred to a new one 
and the stock of the latter is distributed 
to the shareholders of the original one 

21 Code Sec. 447. 


2 See text par. nos. 20 and 21. 
23 Code Sec. 112 (b) (11). 
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without a surrender by these shareholders 
of an equivalent amount of stock in the 
distributing corporation. Heretofore, only 
“split-ups” were considered tax-free trans- 
actions. Code Section 112 (b) (5) made 
this possible. Spin-offs appeared to be tax- 
free transactions under Code Section 112 
(b) (3) or (4). However, they were not 
conceded to be so by the Commissioner. 
Under certain circumstances, the Revenue 
Act of 1951 made spin-offs also tax free. 


This new law provides for the nonrecog- 
nition of gain from the receipt of stock, 
other than preferred, in a spin-off, provided 
the reorganization is not primarily a device 
for the distribution of earnings and profits 
of a corporation. It merely results in a 
reallocation of tax values of the old stock 
between the new and the old. This law is 
effective for taxable years ending after 
October 20, 1951 and for distributions after 
that date. 


This statute, now known as Code Section 
112 (b) (11), is most hazardous. Should 
the distributing corporation have undis- 
tributed earnings, the Commissioner is apt 


to insist that, to the extent of such earn- . 


ings, the spinned-off stock is taxable divi- 
dends in kind. This statute should serve 
the public well where hydra-headed hold- 
ing companies are required by hostile legis- 
lation to distribute subsidiary stock. Such 
a distribution on receipt would thus be 
tax-free to the recipients.™ 


(9) On the other hand, should the new 
business corporate ventures prove financial 
failures, a possibility which must be weighed, 
deductible tax losses would arise. They 
would be operating or capital losses, de- 
pending upon their nature, which may be 
used to reduce the earnings and capital 
gains of the five succeeeding years. But 
the individual stockholders are denied the 
right to apply any of these losses as offsets 
against their private earnings or profits. 
By contrast, operating and capital losses 
of a partnership may be used to reduce the 
income from other sources of the individual 
partners. Proprietors enjoy similar tax ben- 
efits. Partners and proprietors may employ the 
one-year carry-back and the five-year carry- 
over principles to spread the operating loss 
Over seven years, and may offset the capital 
losses during the succeeding five years first 


“ General Utilities and Operating Company v. 
Helvering, 36-1 ustc {| 9012, 296 U. S. 200; Code 
Sec. 115 (j); Regs. 111, Sec. 29.115-10. 

* Code Secs. 122; 117 (a) (10) (B); 117 (e) (1); 
Regs. 111, Secs. 29.117-2 (c); 29.117 (d) (1). 

*® Code Sec. 141. 
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against annual capital gains and concur- 
rently against earnings to the extent of 
$1,000 per year.” 


Of course, to the extent that some of a 
group of affiliated corporations, and only 
corporations, sustain losses, the consoli- 
dated tax return may come to partial 
rescue. An affiliated group of corporations 
comes into being when at least 95 per cent 
of all classes of voting and non-voting 
common stock of each member, except the 
parent corporation, is owned directly by 
one or more of the other includable corpo- 
rations, and the common parent corpo- 
ration owns directly 95 per cent of all 
classes of the voting and non-voting com- 
mon stock of at least one of the members. 
The advantages derived from the filing of 
a consolidated return are that current oper- 
ating and capital losses can offset earnings 
and capital gains respectively within the 
group, and intercompany dividends are 
ignored. The disadvantages are the addi- 
tional 2 per cent consolidated surtax for 
the privilege of such a filing; the reduction 
of the individual corporate $25,000 surtax 
exemptions and the individual minimum 
$25,000 excess profits credits to one for 
the entire group; and the possible perma- 
nancy of the consolidated noose.™ 


Where in a new venture operating losses 
are anticipated for several years, it might 
be tax-wise, as an alternative, to operate 
it as a proprietorship or partnership. This 
would enable the principals to reduce their 
other earnings and profits with these con- 
templated losses. Should operating carry- 
backs and carry-overs and capital loss 
carry-overs arise, they can be put to good 
personal tax advantage. Thereafter, should 
the business project prove successful, it 
can be deflected into a separate corporation 
by a tax-free transfer under Code Section 


112 (b) (5). 


It might be expedient to permit the pro- 
prietorship or the partnership to survive 
the transfer to the corporation. Tax refund 
claims are not assignable.” Net operating 
loss carry-overs and unused excess profits 
credits of predecessors are lost to the trans- 
feree.* Contingent, contested and unpaid 
liabilities are lost to the transferor and 
must be capitalized by the transferee. If 
the partnership is on an approved installa- 

™ USC, Title 31, Sec. 203. 

2 New Colonial Ice Company v. Helvering, 
4 ustc § 1292, 292 U. S. 4385 (1934), but see, 


Stanton Brewery, Inc. v. Commissioner, 49-2 
ustc { 5941, 176 F. (2d) 573. 
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ment system for tax reporting, it may con- 
tinue to do so if it survives; otherwise, the 
balances are accelerated in the year of 
dissolution.” 


(10) Those who intend to conduct per- 
sonal business with their new ventures 
should be apprised of the following fact: 
Profits, but not losses, are recognized for 
tax purposes when the transactions are 
made directly or indirectly between an 
individual and a corporation, according to 
Code Section 24 (b) (1) (B), if more than 
50 per cent in value of the outstanding 
stock is owned directly or indirectly by or 
for that individual. The tax consequences 
of transactions between a partner as an 
individual and his partnership are in dis- 
pute. The Second Circuit Court of Appeals 
holds that taxable earnings cannot arise 
from such an operation because an indi- 
vidual’s trading with himself cannot yield 
a profit.” The earlier Board of Tax Ap- 
peals had come to a contrary conclusion 
because it conceived of the partnership as 
a distinct and separate legal entity." The 
Third Circuit Court of Appeals permits 
partners to sustain losses in transactions 
with their partnerships.” The Board of 
Tax Appeals had allowed partnership losses 
arising out of trading among the partners.™ 
The final solution to this moot question 
will have to await the decision of the 
United States Supreme Court. 


Like disallowed losses between the par- 
ties under Code Section 24 (b), if the cor- 
porate debtor reports on the accrual basis 
and the individual creditor reports on the 
cash basis, and if the debts, such as sala- 
ries, rentals, or other expenses, are not 
discharged within two and one-half months 
after the corporation’s taxable year, the 
corporation may not take the deductions 
for tax purposes.“ In appropriate cases 
involving intrapartnership transactions, un- 
paid expenses and interest would also be 
disallowed. 


(11) Heretofore, individuals on occasion 
indulged in selling depreciable assets to a 
dummy corporation at bargain long-term 
capital gains rates of 25 per cent, and then 
the latter depreciated the consequentially 
higher values of the former during the 
remainder of their useful lives at full cor- 


2° Code Sec. 44. 

3% Benjamin v. Hoey, 44-1 ustc {J 9139, 139 F. 
(2d) 945; Whitney v. Commissioner, 48-2 ustc 
9354, 169 F. (2d) 987. 

3% Toy, CCH Dec. 12,812-A, BTA (Memo. op.) 
(1942). 

= Lederer v. Parrish, 1927 CCH Standard Fed- 
eral Tax Reports { 7075, 16 F. (2d) 928, rev’g 








porate rate deductions. The Revenue Act 
of 1951 put an end to such practice. A di- 
rect or indirect sale of depreciable assets 
to a controlled corporation or a spouse no 
longer yields capital gains but, instead, fully 
taxable income* (applicable to transactions 
made after May 3, 1951). Control of a 
corporation in this instance means that 
more than 80 per cent in value of the out- 
standing stock is owned by the individual, 
his spouse, his minor children and minor 
grandchildren. 


Collapsible Corporation 


(12) Gain from the sale, exchange or 
liquidation of stock in a “collapsible corpo- 
ration” is now fully taxable ordinary in- 
come and no longer bargain-rate long-term 
capital gain, (if the stock were held more 
than six months).* Such entities had been 
formed or availed of in the past to pur- 
chase inventory such as whiskey, which 
would otherwise be fully taxable, or to 
produce property such as a building or a 
motion picture, with a view to having the 
stockholders sell their stock at long-term 
capital gain rates, or to having a complete 
liquidation at the same rates made to the 
stockholders before the corporation realized 
substantial income. The sale of the corpo- 
rate stock converts the appreciated value 
of the involved underlying assets into capi- 
tal gains. In the alternative, upon liqui- 
dation in the absence of a contemplated 
sale of the underlying corporate assets, the 
corporation would be free of tax and only 
the stockholders would pay capital gains 
taxes measured by the difference between 
their cost of the stock and the fair market 
value of the assets.” A subsequent sale 
would yield the ex-stockholders gain or 
loss depending upon whether these assets 
were disposed of at a price above or below 
these new tax values. 


The Revenue Acts of 1950 and 1951 have 
not completely denied taxpayers the tax 
advantages of the collapsible corporation. 
They can still derive capital gains out of 
such a transaction if the shareholders own 
directly or indirectly less than 10 per cent 
of the shares of the corporation, or if less 
than 70 per cent of the gain is attributable 
1926 Standard Federal Tax Reports { 7163, 14 
F. (2d) 987. 

3 Thompson and Black, CCH Dec. 3857, 11 
BTA 729 (1928). 

% Code Sec. 24 (c). 

35 Code Sec. 117 (0). 


36 Code Sec. 117 (m). 
87 Code Sec. 115 (c). 


898 November, 1952 @© TAXES —The Tax Magazine 








e or 
rpo- 
y in- 
term 
more 
been 
pur- 
vhich 
ir to 
or a 
x the 
‘term 
plete 
> the 
lized 
Or po- 
value 
capi- 
liqui- 
lated 
3, the 
only 
gains 
ween 
arket 
sale 
in or 
ssets 
yelow 


have 
e tax 
ation. 
ut of 
; own 
" cent 
f less 
itable 


63, 14 
b7, 11 


to the property manufactured, produced or 
purchased, or if the profit is realized after 
three years following the completion of the 
manufacture, construction, production or 
purchase of the property in question. 


Unreasonable Accumulation 
of Profits 


(13) There is another tax danger with 
which a corporation, but not a partnership 
or single proprietorship, need concern 
itself: the unreasonable accumulation of 
profits to enable individual stockholders to 
avoid paying higher surtaxes because of 
the additional dividends. Such conduct is 
penalized by the Code Section 102 tax of 
27% per cent on the first $100,000 of undis- 
tributed current earnings and 38% per cent 
on the balance. In truth, at times it might 
be temporarily cheaper to have the corpo- 
ration pay this penalty tax than to pay 
dividends taxable at confiscatory individual 
stockholder rates. To release the corporate 
assets most cheaply, the corporation must 
be completely liquidated under either Code 
Section 115 (c) or 112 (b) (7). 


By the former method, the distributed 
surplus, like other assets, would be taxable 
to the ex-stockholders, if the stock were 
held more than six months, at the maxi- 
mum tax rate of 26 per cent. These bar- 
gain rates lose their tax appeal frequently 
in such transactions, however, when the 
fair market value of the corporate assets 
in the corporate treasury is very much 
magnified by a very valuable goodwill.™ 


By the latter method, the distributed 
earnings would be fully taxable to the 
ex-stockholders, the assets acquired after 
August 15, 1950, would be taxable at capi- 
tal gains rates, and the other assets even 
though appreciated in value would be ac- 
quired in liquidation by the ex-stockholders 
without tax at the basis of the stock can- 
celled or redeemed, reduced by any money 
received, or increased by any recognized 
gain. This alternative method is frequently 
contra-indicated because of the full tax on 
the distributed earnings, and of a capi- 
talized goodwill. 


Another likely reason for the complete 
liquidation of a corporation is to escape the 
impact of excess profits taxes by operating 

SA. R. M. 34. 

® See text par. no. 6. 

“ Lewis, CCH Dec. 15,029, 6 TC 455 (1946), 


remanded, 47-1 ustc { 9215, 160 F. (2d) 839, on 
remand, CCH Dec. 16,433, 10 TC 1080 (1948), 
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as a partnership. The price they would pay 
for this transformation would be the tax 
arising out of the Code Section 115 (c) 
or 112 (b) (7) liquidation, depending upon 
the method chosen. The additional burden 
might be the fact that while the partner- 
ship entity pays no taxes, its partners as 
individuals do and they already may be in 
relatively high brackets. To avoid aggre- 
vating the partners’ tax liabilities, after the 
liquidation the original business might now 
be organized in part as a successor corpo- 
ration and in part as a new partnership. 
This successor corporation, however, would 
not be an aforementioned “new” one within 
the meaning of Code Section 445 (g) (2) 
(C) and would therefore not enjoy bargain 
excess profits tax rates during its first five 
years of existence.” 


The danger in this type of transaction 
is that it might be denied liquidation tax 
treatment and that, instead, it might be 
considered a corporate reorganization“ with 
the distributions to the partners treated as 
boot fully taxable as dividends under Code 
Section 112 (c) (2). Of course, the new 
corporation would not be entitled to the 


‘income earnings credit of the predecessor, 


or the latter’s carry-overs, if any. 


Unreasonable Expenses 


(14) Businessmen, for various reasons, 
may decide to elect the corporate vehicle 
for their new ventures, and expect to 
escape corporate taxation by draining off 
earnings through various disbursements to 
stockholders. This scheme is only too 
often disappointing. Typical of such corpo- 
rate expenditures are salaries, commissions, 
rentals and the like. The danger of these 
tactics is that the Commissioner might hold 
such payments not to be reasonably “ordi- 
nary and necessary” corporate expenditures 
but, in part, nondeductible dividends paid 
to stockholders.“ The Commissioner would 
find confirmation for this contention if the 
suggested expenditures varied from year 
to year in accordance with the success of 
the enterprise. The tax consequence of 
running afoul of the charge of unreasonable 
expenses is that only part of them—the 
reasonable part—is deductible by the cor- 


- poration, while all of them are taxable in- 


come to stockholders. By contrast, while 
advances to proprietors and partners are 


aff’d 49-2 ustc ] 9377, 176 F. (2d) 646; Survaunt, 
CCH Dec. 14,726, 5 TC 655 (1945), aff’d 47-2 
ustc J 9364, 162 F. (2d) 753. 

“1 Code Sec. 23 (a). 






























not deductions, reasonable operating ex- 
penses constitute legitimate deductions for 
proprietors and partnerships. 


(15) The fact that corporations, unlike 
proprietorships and partnerships, report 
only 15 per cent of the dividends they 
receive from other domestic corporations 
for federal tax purposes under Code Sec- 
tion 26 (b) is a deceptive corporate advan- 
tage. The profit that generated the divi- 
dends is subjected to three tax levies— 
when one corporation originally earns it, 
when the other corporation receives the 
dividend (at reduced tax rates) and when 
the individual stockholder receives a divi- 
dend (at full personal tax rates). A more 
significant corporate tax disadvantage is the 
fact that capital gains otherwise taxable 
at reduced rates, interest from state and 
some types of federal bonds otherwise 
wholly or partially tax-exempt and the 
proceeds from insurance policies upon the 
death of corporate officials and employees 
otherwise tax-free are taxable in full upon 
their ultimate receipt as fees, salaries or 
dividends by individuals or partnerships, 
when channeled through an intermediary 
corporation where the transformation takes 
place. By contrast, such fully’ tax-exempt 
and partially tax-free income would not lose 
its tax-saving appeal by direct payment to 
a partnership or single proprietorship. 


(16) Having decided on the tax pro- 
priety of organizing a corporation instead 
of some other vehicle for the new business 
venture, the taxpayer is immediately con- 
cerned with the problem of deciding on 
the nature of its capitalization. What shall 
be the ratio of bonds, if any, to stocks? 
Stock yields double-taxed earnings if profits 
are distributed. Bonds yield deductible 
interest, insure in a measure against the 
impact of the penalty for unwarranted cor- 
porate accumulated earnings and siphon 
off, by their tax-free redemption, surplus 
profits. Obviously, for tax purposes at 
least, bonds are to be preferred to. stock, 
but bonds are not instruments of indebted- 
ness unless they are so in substance. In 
an undercapitalized corporation, a portion 
of the loans may be readily challenged as 
being in reality contributions to capital. 
We must not ignore the fact also that 
state and federal issue and transfer taxes 
can be kept at a minimum by reducing the 
number of shares of stock. 


(17) Though only corporations are sub- 
ject to excess profits taxes, it does not 







“ Code Secs. 435 (a) (1) (C); (g) (3) (4). 
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necessarily follow that corporations are 
absolutely taboo from the tax point of 
view. The acquisition of capital, the in- 
crease of loans and the accumulations of 
earnings tend to reduce the excess profits 
tax impact. Ordinarily, additions of equity 
capital and undistributed earnings enjoy a 
12 per cent return, and acquisitions of 
borrowed capital are entitled to a 9 per 
eent yield as additional credits before ex- 
cess profits taxes apply. It would be well 
that these three practices, when employed, 
be motivated primarily by legitimate busi- 
ness purposes, exclusive of tax minimi- 
zation.” Allowing for a 9 per cent credit 
on new borrowings for excess profits taxes, 
and an interest deduction of only 25 per 
cent of the loans for excess profits tax 
purposes but full interest deductions for 
income tax purposes, it is profitable to 
borrow. ‘Taxpayers in the 82 per cent 
bracket may borrow at a profit, provided 
the interest charge for the loan is no more 
than 6% per cent. The sale of interest- 
bearing preferred bonds is clearly contra- 
indicated when compared with common 
stock and bonds as means of raising 
additional capital from the standpoint oi 
excess profits taxes. If corporations must 
pay dividends, it would be well not to do 
so until at least 61 days after the close of 
their tax years. A dividend paid within 
60 days after the end of a tax period re- 
duces a corporation’s equity capital and, 
as a consequence, its excess profits credit 
because such a distribution is considered 
as having been made on the last day of the 
preceding year.* 


Personal Holding Company Tax 


(18) The personal holding company tax 
is an ever-present danger in corporate 
operations. Its purpose is to discourage 
the incorporation of personal services. This 
scheme had been used to insulate oneself 
against the impact of high individual sur- 
tax rates. This penalty tax is as much as 
75 per cent to 85 per cent on the undis- 
tributed income of such a corporation. The 
wording of Code Section 500 is sufficiently 
broad to render the penalty applicable to 
other than personal service operations, with 
the result that, inadvertently, these other 
types of corporations may become exposed 
to it. The nature of the ownership of the 
stock of a corporation and of its gross 
income determines whether it is subject 


43 Code Sec 441 (e); Regs. 130, Sec. 40.441-1. 
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to the personal holding company surtax 
penalty. It is applicable to any corporation 
of which 50 per cent or more of the stock 
is owned directly or indirectly by not more 
than five individuals during the second half 
of its taxable year. In addition, 80 per cent, 
and under certain circumstances 70 per 
cent, of the gross income of the corporation 
must be from such nonoperating sources 
as dividends, interest, royalties, annuities, 
security gains, estate and trust income, 
rents from individuals who own directly 
or indirectly 25 per cent or more of the 
corporate stock, and mineral, oil or gas 
royalties and rents which do not exceed 
50 per cent of its gross income, as well as 
personal service contract payments. Conse- 
quently, a real estate corporation may be a 
Section 500 corporation if its tenant is not 
incorporated, where the same principals are 
involved. 


Of course, this entire severe penalty can 
be averted by disqualifying the vulnerable 
corporation, by increasing the number of 
stockholders to 11 (not six), or by increas- 
ing its rent receipts or the aforementioned 
royalties to 50 per cent or more of its gross 
income. The personal holding company 
surtax penalty applies only to corporations; 
proprietorships and partnerships are not 
subject to it. 


Sections 45 and 129 


(19) It cannot be overemphasized that 
Code Sections 45 and 129 are still tax dan- 
gers despite the fact that the Revenue Act 


See text par. nos. 7 and 8. 
* Gregory v. Helvering, cited at footnote 3. 
“Some Treasury victories: Advance Ma- 

chinery Exchange, Inc., CCH Dec. 16,812(M), 

8 TCM 84 (1949), aff’d 52-1 ustc { 66,036 (CA-2); 

Twin Oaks Company, CCH Dec. 16.887(M), 

8 TCM 280 (1949); Forcum-James Company, 

CCH Dec. 15,486, 7 TC 1195 (1946), remanded 

49-2 ustc {§ 9390, 176 F. (2d) 311 (CA-6); Hill, 

CCH Dec. 15,939, 9 TC 153 (1947) (A). 

Some taxpayer victories: Buffalo Meter Com- 
pany; CCH Dec. 16,214, 10 TC 83 (1948); 
Standard Fruit Product Company, CCH Dec. 
17,159(M), 8 TCM 733 (1949): Seminole Flavor 
Company, CCH Dec. 14,511, 4 TC 1215 (1945) (A); 
Barq’s Bottling Company, CCH Dec. 15,248(M), 
5 TCM 505 (1946); Miles-Conley Company, CCH 
Dec. 16,368, 10 TC 754° (1948), aff’d 49-1 ustc 


{ 9245, 173 F. (2d) 958; Fair Price Stations, Inc., - 


CCH Dec. 15,189(M), 5 TCM 401 (1946); Briggs- 
pg Company, CCH Dec. 10,865, 40 BTA 895 

‘Some Treasury victories: Gordon Can Com- 
pany, CCH Dec. 8276, 29 BTA 272 (1933); 
Birmingham Ice and Cold Storage, 40-1 vustc 
1 9485, 112 F. (2d) 453 (CA-5); Hugh Smith, 
Inc., CCH Dec. 15,690, 8 TC 660 (1947), aff'd 
49-1 ustc J] 9196, 173 F. (2d) 224. 
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of 1951 seems to offer safe tax savings in 
Code Sections 15 (c) and 112 (b) (11) in 
the multiplication of corporations.“ As a 
matter of fact, their menace is not confined 
to corporations. They threaten the multipli- 
cation and revamping of all types of busi- 
ness vehicles. 


Code Section 45 provides that the Com- 
missioner is authorized to distribute, ap- 
portion, or allocate gross income, deduc- 
tions or credits between or among various 
related enterprises of all kinds, but not to 
consolidate such entities, if he determines 
it is necessary to do so in order to prevent 
evasion of taxes or clearly to reflect the 
income of such trades or businesses owned 
or controlled by the same interests. 


The legislative intent of Code Section 45 
dates back to the year 1924 when Congress 
first began to discourage the multiplication 
of business entities for tax evasion or 
avoidance. Less than 50 adjudications have 
been reported involving this provision since 
its origin. The Commissioner has won less 
than half of these decisions because the 
courts make a distinction between legiti- 


‘mate tax economy and fraud, and have 


contended that it is neither required nor 
patriotic to subject business to tax rates 
higher than are legally necessary.“ Code 
Section 45 has been invoked by the Com- 
missioner with varying degrees of success 
in sham and unreal divisions of business 
enterprises,” in the misallocation of income 
and expenses among related taxpayers,” 
in nonbusiness purpose sales and transfers 
of properties among related taxpayers“ 





Some taxpayer victories: Koppers Company, 
CCH Dec. 13,282, 2 TC 152 (1943) (A); Asiatic 
Petroleum Company, CCH Dec. 8868, 31 BTA 
1152 (1935), aff’d 35-2 ustc { 9547, 79 F. (2d) 
234, cert. den. 296 U. S. 645; Welworth Realty 
Company, CCH Dec. 10,752, 40 BTA 97 (1939) 
(A); Southern College of Optometry, Inc., CCH 
Dec. 15,713(M), 6 TCM 354 (1947); Tennessee- 
Arkansas Gravel Company, 40-2 ustc { 9512, 112 
F. (2d) 508, rev’g CCH Dec. 10,073-D (BTA) 
(1938); Russell, CCH Dec. 14,007(M), 3 TCM 13 
(1949); Glenmore Distilleries Company, CCH 
Dec. 12,569, 47 BTA 213 (1942) (A); Joseph J. 
Harris, Inc., CCH Dec. 15,223(M), 5 TCM 480 
(1946); Essex Broadcasters, Inc., CCH Dec. 
13,411, 2 TC 523 (1943). 

4 Some Treasury victories: Asiatic Petroleum 
Company, cited at footnote 47; .G. U. R. Com- 
pany, CCH Dec. 10,983, 41 BTA 223 (1940), aff'd 
41-1 ustc § 9194, 117 F. (2d) 187; Pennsylvania 
Indemnity Company, CCH Dec. 13,282, 30 BTA 
413 (1930), aff’d 85-1 ustc f 9156, 77 F. (2d) 92 
(1935); Crown Cork International Corporation, 
CCH Dec. 14,128, 4 TC 19 (1944), aff’d 45-2 usrc 
| 9234, 149 F. (2d) 968; National Securities Cor- 
poration, CCH Dec. 12,432, 46 BTA 562 (1942), 
aff'd 43-2 ustc { 9560, 137 F. (2d) 600. 
(Continued on following page) 
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and in the acquisition of deficits.” In brief, 
the courts have curtailed and delimited the 
effectiveness of this Congressional legislation. 


In the Second World War, as is true 
today, taxpayers with profits sought to 
acquire operating loss carry-overs and ex- 
cess profits tax credits to minimize the tax 
impact. Code Section 45 proved ineffective 
to discourage this practice, largely because 
it concerned itself with the transfer of 
property within a controlled or affiliated 
group of business entities. Hence, Code 
Section 129, supplied by the Revenue Act 
of 1943, tries to do what Code Section 45 
failed to do. It provides that if a person 
or persons, including corporations, acquire 
control for the principal purpose of evasion 
or avoidance of federal income or excess 
profits tax of a deduction, credit or other 
allowance, which such person or persons 
would not otherwise enjoy, then such de- 
duction, credit or other allowance will not 
be permitted in part or in whole. 


Code Section 129 in the hands of the 
courts also has proved inadequate to deny 
credits to effect tax minimization under 
certain circumstances. The acquisition of 
income-producing property by a deficit 
corporation is not aimed at under Code 
Section 129 because it does not reduce the 
income or the tax of the taxpayer.” Ina 
case involving the year previous to the 
enactment of Code Section 129, the Tax 
Court offered the opinion that a change in 
corporate name, place of business, nature 
of operations (from gloves to watches) 
and stock ownership would not invoke this 
statute, were it available, because the re- 
strictions did not apply to the acquired 
entity but to the acquirer.” Similarly, Code 
Section 129 was held inapplicable when a 
deficit existing corporation added a profit- 
able partnership business, formerly oper- 
ated by its stockholders as a partnership, 
and offset profits with the carry-over oper- 
ating losses.” 


Corporate divisions through reorganiza- 
tions for business purposes and not princi- 


(Footnote 48 continued) 

Some taxpayer victories: General Industries 
Corporation, CCH Dec. 9597, 35 BTA 615 (A) 
(1937); Henry M. Breyer Company, BTM (1939); 
Laster, CCH Dec. 11,600, 43 BTA 159 (1940) (A). 

4#7Some Treasury victories: Maine Central 
Transportation Company, CCH Dec. 11,255, 42 
BTA 350 (1940); Interstate Transit Lines v. 
Commissioner, 43-1 ustc { 9486, 319 U. S. 590; 
National Carbide Corporation v. Commissioner, 
49-1 ustc {| 9223, 336 U. S. 442. 

A taxpayer victory: Autocar Company, CCH 
Dec. 8737, 31 BTA 361 (1934), rev’d 36-2 ustc 
{ 9397, 84 F. (2d) 772. 


pally for tax evasion or avoidance, have 
apparently not been outlawed by Code 
Section 129 at the hands of the courts. In 
Berland’s, Inc.™ the taxpayer incorporated 
22 of its 51 branch stores. Code Section 
129 did not apply because the primary pur- 
pose was to limit liabilities of the parent 
with the consequence that each corporation 
also acquired a separate excess profits tax 
exemption. In Alcorn Wholesale Company, 
the taxpayer incorporated five. of its 
branches and they procured similar tax 
exemptions. The taxpayer convinced the 
Tax Court that its purpose in incorporating 
its branches was primarily to increase its 
over-all borrowing capacity, to limit tort 
liability, to permit the merchandising of 
competitive franchised lines of goods and 
to avoid prejudice against absentee owner- 
ship.* Up to the present, taxpayers have 
been victorious in every adjudicated case 
in which the Commissioner has invoked 
Code Section 129 with the result that they 
acquired additional tax credits where they 
were able to establish that the primary 
purpose for multiplying corporations was 
business.” 


The Commissioner has been even less 
successful in vitiating the incidental acqui- 
sition of tax credits where good business 
was the principal consideration, by the 
application of Code Section 129 than by 
Code Section 45. Imperfect legislative 
drafting, aided by judicial interpretation, 
rather than Congressional intent has been 
the Commissioner’s nemesis in this regard. 
Contrariwise, the business-purpose doctrine 
has been the taxpayer’s shibboleth. 


Tax-burdened taxpayers today are taking 
much heart from the favorable judicial his- 
tory of Code Sections 45 and, particularly, 
129, They derive considerable encourage- 
ment from the aforementioned recently 
enacted Code Sections 15 (c) and 112 (b) 
(11). Consequently, there is a current wave 
of business entity multiplication, and of 
deficit corporation acquisitions through 
inverted statutory mergers to effect tax 


%® Commodores Point Terminal Corporation, 
CCH Dec. 16,602, 11 TC 411 (1949). 

51 Alprosa Watch Corporation, CCH Dec. 
16,559, 11 TC 240 (1948). 

52 A. B. & Container Corporation, CCH Dec. 
17,641, 14 TC 842 (1950). 

53 CCH Dec. 18,057, 16 TC 182 (1951) (A). 

54 CCH Dec. 18,034, 16 TC 75 (1951) (A). 

55 The additional reported cases are: Chelsea 
Products, Inc., CCH Dec. 18,240, 16 TC 840 (NA), 
aff'd 52-2 ustc 9307 (CA-3); Dilworth Company 
v. Henslee, 51-2 ustc J 9413, 98 F. Supp. 957 
(DC Tenn.). 
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economy, matched in magnitude only by 
what occurred during the Second World War. 


Author's Views 


The author’s views on this current vogue 
of tax minimization are that Code Sections 
22 (a), 45 and 129, are not altogether in- 
nocuous and may become effective weapons 
at the disposal of the Commissioner retro- 
actively and prospectively once it achieves 
a signal judicial success. And Code Sec- 
tions 15 (c) and 112 (b) (11) do not readily 
accomplish the assured tax minimization 
through corporate multiplication as above 
described. Already the Ways and Means 
and the Finance Committees of Congress 
are inquiring into the present surge of 
deficit corporation acquisitions with large 
operating loss carry-overs and excess profits 
tax credits which are availed of for tax pur- 
poses by inverted mergers which seem so 
secure for taxpayers under the current tax 
law.” 


That is not all. The rule that the business 
substance, not the form, of a transaction 


governs tax liability, has become controlling.™ 


This is perhaps the only true common law 
concept in our federal tax structure to the 
extent that it stems not from statute but 
from case law. Transactions not at arm’s 
length,” feigned sales to establish losses,” 
fictitious partnerships,” unreal transactions 
between stockholders and a controlled cor- 


5 See text par. nos. 7 and 8. 


3A. B. & Container Corporation, cited at 
footnote 52; Alprosa Watch Corporation, cited 
at footnote 51; Stanton Brewery Company, Inc., 
cited at footnote 28: Code Sec. 112 (g) (1) (A). 


88 Gregory v. Helvering, cited at footnote 3; 
Griffith v. Helvering, 40-1 ustc { 9123, 308 U. S. 
355; Higgins v. Smith, cited at footnote 3. 

589 Campana Corporation v. Harrison, 40-2 ustc 
1 9642, 114 F. (2d) 400; Crown Cork Interna- 
tional Corporation, cited at footnote 48; Bank 
of America National Trust and Savings Asso- 
ciation, CCH Dec. 17,893, 15 TC 544 (1951), 52-1 
ustc | 9136 (CA-9). 

© Bank of America National Trust and Savings 
Association, cited at footnote 59. 

81 Commissioner v. Tower, 46-1 vustc { 9189, 
327 U. S. 280; Lusthaus v. Commissioner, 46-1 
ustc | 9190, 327 U. S. 293; Commissioner v. 
Culbertson, 49-1 utsc { 9323, 337 U. S. 733. 

® Northern Refrigerator Line, Inc., CCH Dec. 
13,055, 1 TC 824 (1943); Bolinger-Franklin Lum- 
ber Company, CCH Dec. 2550, 7 BTA 403; 
Angelus Building and Investment Company, 
CCH Dec. 6285, 20 BTA 667, aff’d 1932 CCH 
Standard Federal Tax Reports { 9172, 57 F. (2d) 
130;Skemp v. Commissioner, 48-1 ustc { 9300, 
168 F. (2d) 598, rev’g CCH Dec. 15,629, 8 TC 
415 (1947); Armston, CCH Dec. 16,899, 12 TC 
539 (1949), aff’d 51-1 ustc {| 9265, 188 F. (2d) 531. 
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poration, unnatural corporate reorganiza- 
tions,* noncontrolling book entries,™ disguised 
sales treated as rentals,® sales of property at 
the time of liquidation,” and sham corpora- 
tions” have been held, for federal tax pur- 
poses, as if they had never occurred or 
existed. 


Those who today acquire deficit corpora- 
tions for their operating loss carry-overs 
and high excess profits credits or who 
multiply business entities to effect tax econ- 
omies must consider Code Section 22 (a) 
as well as Code Sections 45 and 129, and 
the business substance rule. At first blush 
this appears ridiculous because this statute 
merely defines gross income and not tax- 
payer, and the latter is the primary concern 
in such manipulations of business entities. 
Strangely enough, whereas taxpayers have 
been favored in the judicial legislation of 
Code Section 45 and 129, the Commissioner 
has been treated with partiality in the ad- 
judication of Code Section 22 (a). It 
appears to the author that the Congressional 
intent of Code Section 22 (a) has suffered 
more at the hands of the courts than the 
intent of any other federal tax statute. 


In the process of adjudicating the mean- 
ing of gross income under Code Section 
22 (a), two corollaries have evolved. Over- 
simplified, one is that the owner of the 
source of income is accountable for all of its 
fruit.“ Accordingly, only the unfettered 
selling, transferring or assigning of the 
source of the income will result in diverting 


6& Gregory v. Helvering, cited at footnote 3; 
Hoboken Land and Improvement Company, CCH 
Dec. 12,440, 46 BTA 495, aff’d 43-2 ustc { 9595, 
138 F. (2d) 104; Helvering v. Tex-Penn Oil 
Company, 37-1 ustc { 9194, 300 U. S. 481. 

& Yant Construction Company, CCH Dec. 
17,928(M), 9 TCM 949 (1951); First National 
Bank of Bellflower, CCH Dec. 16,267, 10 TC 357 
(1948); Pittsburgh Industrial Engineering Com- 
pany, CCH Dec. 18.037(M), 9 TCM 1132 (1951). 

& Bowen, CCH Dec. 16,887, 12 TC 446 (1949), 
appeal dismissed (CA-7), 1950; Browning, CCH 
Dec. 17,983(M), 9 TCM 1061 (1951). 

6 Commissioner v. Court Holding Company, 
45-1 ustc { 9215, 324 U. S. 331; U. 8S. v. Cum- 
berland Public Service Company, 50-1 ustc J 9129, 
338 U.S. 451. 

6? Moline Properties, Inc. v. Commissioner, 

43-1 ustc { 9464, 319 U. S. 436; National In- 
vestors Corporation v. Hoey, 44-2 ustc { 9407, 
144 F. (2d) 466 (CA-2). 
_ % Helvering v. Clifford, 40-1 ustc {| 9265, 309 
U. S. 331; Commissioner v. Sunnen, 48-1 ustc 
f| 9230, 333 U. S. 591; Sewell v. U. 8., 47-2 ustc 
{ 9371, 73 F. Supp. 957; Becker v. Glenn, 39-2 
ustc { 9692, 29 F. Supp. 558; Harrison v. Schaff- 
mer, 41-1 ustc { 9355, 312 U. S. 579; Helvering 
v. Horst, 40-2 ustc {| 9787, 311 U. S. 112; Bardach 
v. Commissioner, 37-2 ustc { 9324, 90 F. (2d) 
323; Apt v. Birmingham, 50-1 utsc { 9247, 89 
F. Supp. 361; Commissioner v. Court Holding 
Company, cited at footnote 66. 
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income to others. The other corollary, a 
judicial interpretation of Code Section 22 
(a), is that the sale, transfer or donation 
of income itself is a tax nullity.” Is the 
multiplication of business entities, or the 
acquisition of deficit corporations for their 
credits a transfer of the source of the in- 
come or the income itself under Code Section 
22 (a)? If it is either one, such manipu- 
lation of business entities will avail the tax- 
payer no tax economy. 


Advance Machinery Exchange Case 


Recently in the Advance Machinery Ex- 
change case,” the United States Tax Court 
yielded to consolidation for the first time in 
judicial history to the repeated admonitions 
of the Commissioner to invoke Code Sec- 
tion 22 (a) in a Code Section 45 fact-pattern 
(involving three corporations and a sole 
proprietorship) despite the problem that the 
issue was, whose income was it? and not, 
what is income? The urging of Code Section 
22 (a) has been the policy of the Commis- 
sioner of late to improve his chances of pre- 
vailing in factual Code Section 45 cases. 


His strategy won for the first and only 
time in this case, and it was in the Tax 
Court. On appeal, the Second Circuit Court 
of Appeals also held against the taxpayer 
but invoked Code Section 45 to do so, with 
the consequence that now four business 
entities are consolidated in violation of Code 
Section 45 and the regulations thereunder. 
The Tax Court did not dare telescope these 
four entities under Code Section 45 and 
hence applied Code Section 22. (a). The 
appellate court, however, did not hesitate 
to do so. Thus Code Section 22 (a), by the 
Tax Court, and Code Section 45, by the 
Second Circuit Court of Appeals, have been 
violated. In the following month, on June 
24, 1952, the Third Circuit Court of Appeals 
in deciding a comparable case™ took the 
opportunity to take exception to the reason- 
ing of the Second Circuit Court of Appeals 
in the Advance Machinery decision. It 
agreed with the Tax Court that Code Sec- 
tion 22 (a) had been properly invoked by 
the latter. Such judicial conduct should give 
multipliers of business entities ample cause 
for cogitation. [The End] 


THE RESPONSIBILITY OF THE CITIZEN AS A VOTER 


By Ralph Bushnell Potts 


The blood of free men stains my ballot 
sheet. Whatever others may do, I shail 
not carelessly make my mark. I vote not 
because I can but because I must. Those 
that died for this, my voice in govern- 
ment, had a right to expect that I would 
prepare with every faculty to use it 
wisely, honestly and courageously. They 
did not die that fools, blind partisans 
or the reckless might make a game of 
free elections. 


Only my secret heart knows whether 
I justify the definition of “voter” as they 
wrote it in the reddening sand. If I 
love my country as they did, I question 
my qualifications again and again. 


I carefully study the issues and candi- 
dates to determine what is best, not for 
me or my minority but for my country. 


® Helvering v. Eubank, 40-2 ustc { 9788, 311 
U. S. 122; Helvering v. Horst, cited at footnote 
68; Cohen, CCH Dec. 17,845, 15 TC 261; Austin 
v. Commissioner, 47-1 ustc { 9247, 161 F. (2d) 
666; Strauss v. Commissioner, 48-1 ustc { 9301, 
168 F. (2d) 441. 
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I will not be confused or deceived by 
propaganda, slogans or histrionics. I 
shield my eyes to the. glitter of person- 
alities, purge my mind of passion and 
prejudice, and search diligently for the 
hidden truth. I must be free of all in- 
fluences save that of conscience and 
justice. 

I garden for dreams, but with a real- 
istic spade. My test is not of trend or 
popularity, but of principle and liberty. 

I vote as if my ballot alone decided 
the contest. I may lose my preference, 
but I will not throw away my sacred 
vote. For within the booth I hold in 
my humble hand the living proxy of all 
my country’s honored dead.—From the 
Journal of the American Judicature Society. 





% Advance Machinery Exchange, Inc., cited at 
footnote 46. 


1 Chelsea Products, cited at footnote 55. 
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Arbitrary Methods 


of Income Determination 


By WILLIAM F. BLACKBURN, Jr., CPA, Williamson, West Virginia 


USING ELEMENTARY EXAMPLES, MR. BLACKBURN DEMONSTRATES 
THE PRINCIPLES UNDERLYING THE TWO METHODS. OF COMPUTA- 
TION USUALLY USED: NET WORTH AND APPLICATION OF FUNDS 


INCE the date of the Kefauver Com- 
mittee’s investigation into corruption in 
government, I have noticed a significant 
increase of interest, on the part of attorneys 
and accountants, in the methods used by the 
Commissioner of Internal Revenue to deter- 


mine the income of taxpayers who have © 


incomplete or inadequate accounting records. 
This is a natural result of the increased 
activity on the part of the Bureau of In- 
ternal Revenue toward the examination of 
income tax returns of individuals who are 
engaged in illegal activities. This class of 
taxpayer rarely ever has adequate account- 
ing records; consequently, the Bureau re- 
sorts to the use of arbitrary methods of 
income determination. The Bureau does not, 
however, confine the use of these arbitrary 
methods to this class of taxpayer, but has 
used it extensively in the examination of 
all types of returns. Inasmuch as these 
arbitrary methods are being used so exten- 
sively by the Bureau, it becomes imperative 
for accountants and attorneys who assist 
or advise in the preparation of income tax 
returns, or who represent a taxpayer in the 
settlement of a case before the Bureau of 
Internal Revenue, to familiarize themselves 
with the methods used by the Bureau in 
the determination of many deficiencies. 


Section 41 of the Code states: “The net 
income shall be computed upon the basis of 


the taxpayer’s annual accounting period 


(fiscal year or calendar year, as the case 
may be) in accordance with the method 
of accounting regularly employed in keeping 
the books of such taxpayer; but if no such 
method of accounting has been so employed, 
or if the method employed does not clearly 


Arbitrary Methods 


reflect the income, the computation shall be 
made in accordance with such method as in 
the opinion of the Commissioner does clearly 
reflect the income .’ The Commis- 
sioner uses this section of the Code as his 
authority for the use of the so-called “Arbi- 
trary Methods of Income Determination.” 


Of the arbitrary methods used, the Com- 
missioner relies to a great extent upon three 
types: (1) net worth, (2) application of 
funds and (3) percentage of gross profit, all 
three of which have received the sanction 
of the courts. Of the three, the percentage 
of gross profit method is rarely ever used 
and then only in instances where there is 
insufficient information to determine the 
income by either of the first two methods. 
Since the percentage of gross profits method 
is seldom used by the Bureau, this article 
will be confined to a discussion of the first 
two methods. 


It is interesting to note that in Section 
41 of the Code and the regulation pertaining 
thereto, it is specifically stated that the 
Commissioner may resort to the use of 
arbitrary methods only in instances where 
he can show that the existing records of 
the taxpayer are inadequate or do not 
clearly reflect the income. In actual prac- 
tice, however, the field agents of the Bureau 
in a majority of examinations use the arbi- 
trary method to determine whether the ex- 
isting records are adequate or whether they 
clearly reflect the income. This results in 
a situation where the tax practitioner may 
find himself with an excellent set of records, 
but may have a deficiency asserted by the 
Bureau against his client, because the net 
worth statement or application of funds pre- 
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pared by the agent shows income in excess 
of that shown by the records. In a situation 
of this type, the practitioner must be able 
to show the incorrectness of the method 
used by the agent in order to prove the 
adequacy or correctness of the accounting 
records maintained. 


Both the net worth and the application 
of funds methods are based on relatively 
simple principles of accounting. The net 
worth method is simply an extension of the 
basic principle of accounting: Assets less 
liabilities are equal to net worth. In the 
use of the net worth method by the Bureau, 
the net worth is determined at the begin- 
ning of a taxable year. (fiscal year or 
calendar year, as the case may be) and deter- 
mined again at the close of the taxable year. 
To this increase or decrease in net worth, 
a living expense is added and the resultant 
figure is the adjusted gross income of the 
taxpayer for the year involved. The ap- 
plication of funds theory is simply that so 
many dollars have been applied by the tax- 
payer during the taxable year and in the 
absence of proof to the contrary, it must 
have been received as sales. For the pur- 
pose of this article, I shall discuss the ap- 
plication of funds method first. 


The application of funds method is also 
commonly referred to as a cash analysis 
method and is used mostly for cash-basis 
taxpayers. The computation is not an ap- 
plication of funds in the formal accounting 
use of the term. In formal accounting 
terminology, an application of funds is a 
statement prepared for a business after its 
net profit has been determined, showing 
where the profit as well as funds from other 
sources have been applied. In the formal 
statement the essential factor, the net profit, 
is already known. In the application of 
funds method, as it is used by the Com- 
missioner, the approach is from the exact 
opposite point of view of the formal state- 
ment. In other words, in the formal state- 
ment one of the questions to be answered 
is, “I made so much profit, where did it 
go?” The Commissioner asks, “So much 
went, where did it come from?” In order 
to demonstrate clearly the computation, the 
following example is used. A, a cash basis 
taxpayer with no initial capital contribution, 
operates a business for one year with the 
following results: 


ee ee $250,000 
Business Expenses Paid by 


Re ee eee 136,000 
Business Expenses Paid by 

| RS RE A 2,000 
EE 5's Jae 4c oe es 6,000 





WO DIR as. 5 i cecccrermeclaas $ 10,000 
Personal Expenses Paid by 

Business Check ........... 2,000 
Returned Check Redeposited. . . 500 
Payment on Loan by Cash ... 1,000 
Payment on Fixed Assets by 

a eae es 1,000 
Payment on Loan by Check.... 5,000 
Payment on Fixed Assets by 

| SR eee eee eee 5,000 
DAN WORSE... © ...05 605s 257,500 
Transfer from Personal Account 1,000 


A correct profit and loss statement for 
A is as follows: 


PN Pg ere KAN oroiccceatath he $250,000 
Business Expenses .......... 144,000 
PORE PRE cies oe Sodacsmenmawe $106,000 


When A files his income tax return for 
the year in question, he decides that he is 
not going to pay taxes on all of his net 
income and inflates his expenses by $20,000. 
His income tax return will then show: 


REE neater are” $250,000 
Business Expenses .......... 164,000 
PONE WINE kiko dnguesccces $ 86,000 


When A’s income tax return comes up for 
field examination, the revenue agent decides 
to use the application of funds method. The 
agent, of course, has no way of knowing 
whether the return is correct as filed, 
whether sales are understated or expenses 
overstated. He does know, however, that 
there are two things which A cannot alter: 
the amount of his disbursements by check 
and the amount of his bank deposits. The 
use of these figures will, in theory, adjust 
the income to the correct amount, regard- 
less of where the distortion lies. 


The revenue agent will proceed in the 
following manner: 


Analysis of Bank Deposits: 
Geoes Deposits ..............- 
Less Deposits from Sources Other 
than Sales: 
Proceeds of loan— 
from bank note 
ledger 
Returned check re- 
deposited — bank 
Gemit sips .......:. 
Transfer from per- 
sonal account- 
analysis of per- 
sonal checks 


$257,500 


10,000 


1,000 


Total Deposits from Sources 
Other than Sales 11,500 


$246,000 


Net Deposits from Sales 
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1,500 
6,000 




















Analysis of Business Checks: 
Disbursements by Check ...... $148,000 
Less: Check Disbursements for 
Other than Business Ex- 
penses: 
1. Personal expenses 
by business check 2,000 
2. Payment on loan 
by business check 5,000 
3. Payment on fixed 
assets by business 


“ead petgrt 5,000 12,000 





Business Expenses by Check... $136,000 


Business Expenses per Return.. $164,000 
Less: Expenses Included Not In- 

volving Funds: 
I, Depreciguon «<.....6.0.. 6,000 









Business Expenses per Return 


Involving Funds ............ 158,000 
Business Expenses by Check— 
from Check Analysis ....... 136,000 





Business Expenses by Cash .... 22,000 
Add: Other Disbursements by 
Cash: 
Payment on note—from 
bank note ledger... 6,000 
Payment on note by 
check — from check 
IE 6 sien wacccdetan 5,000 





Payment on note by cash .... 1,000 
Payment on fixed assets 
—from seller’s rec- 


Payment on fixed assets 
—from check analysis 5,000 





Payment on fixed assets by 
GR | Ao i RR 1,000 


Total Cash Disbursements .... 24,000 
Add: Net Bank Deposits ...... 246,000 


Gross Receipts Reconstructed .. 270,000 
Less: Business Expenses Claimed 
PCr SRCCGER: 6 neki cs rece 164,000 


Net Profit Corrected .......... $106,000 


The net result is that the inflated expense 
of $20,000 succeeds in increasing the sales 
by $20,000 and the net profit is corrected 
by subtracting an inflated expense figure 
from an inflated sales figure. This computa- 
tion will work equally well in a situation 
where the taxpayer decides not to inflate 
his expenses but to understate his sales. Let 
us assume the same set of facts as was used 
in the foregoing illustration with the excep- 
tion of assuming that the expenses were 
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shown correctly on the return, but the sales 
were understated by $20,000. The income 
tax return will then show: 


2ST CE RD ae eo RO = $230,000 
Business Expenses ............ 144,000 
Pe EE his Sckuceudenaeens $ 86,000 





The revenue agent will follow the same 
procedure in either instance since, as was 
stated previously, he has no way of know- 
ing what, if anything, is wrong with the 
reported income. The computation is as 
follows: 


Business Expenses as Shown per 


2 eR eA era ts Pe $144,000 
Less Expenses per Return Not 
Involving Funds-Depreciation 6,000 


Business Expenses per Return 


Involving Funds ......-.....- 138,000 
Business Expenses by Check— 
from Check Analysis ....... 136,000 


Business Expenses by Cash... 2,000 
Add: Other Disbursements by 
Cash: 
Payment on note by cash .... 1,000 
Payment on fixed assets by cash 1,000 
Total Cash Disbursements .... 4,000 
Add: Net Bank Deposits...... 246,000 


Gross Receipts Reconstructed .. 250,000 
Less Expenses as Claimed per 
144,000 


ga elie neh nents erate Ws ie 
ee Bunce $106,000 





It can readily be seen that in both in- 
stances the correct net profit was arrived 
at by the examining officer without resorting 
to an analysis of individual expense deduc- 
tion. In the illustrations given, I have 
assumed that there was no increase or de- 
crease in the cash on hand (undeposited 
cash) during the year. Any change in the 
amount of cash on hand, however, will not 
alter the basic correctness of the computa- 
tion, but an adjustment to the gross re- 
ceipts should be made in instances where 
there is such a change. In arriving at the 
expenditures by cash in the illustration, I 
purposely did not add into the computation 
“any personal living expenses by cash. Tax 
practitioners would be fortunate indeed if in 
actual practice they encountered an applica- 
tion of funds prepared by a revenue agent 
which did not add to the computation an 
estimated figure for personal living expenses 
by cash. This addition naturally serves to 
increase the gross receipts reconstructed. 
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The application of funds method can be 
used for accrual basis taxpayers by the ad- 
justment of the receipts for any increase or de- 
crease in accounts receivable and deferred 
items and the adjustment of the expenses for 
any increase or decrease in accounts payable or 
accrued items during the taxable year. 


Tax practitioners approaching the verifi- 
cation of an application of funds prepared 
by a revenue agent should give particular 
attention to redeposits, transfers of account, 
deposits from loans, deposits from sale of 
fixed or capital assets, deposits of nontax- 
able income, and deposits from any other 
source besides sales or gross receipts, all of 
which, if not properly excluded, will in- 
crease the net profit. Additionally, an effort 
should be made to determine what checks 
the revenue agent included as business ex- 
penses in his check analysis since an under- 
statement on his part of business expenses 
by check will increase the net profit cor- 
respondingly. In instances where inventories 
are used, care should be exercised to make 
sure that the business expenses per return 
include the purchase figure and not the 
cost of goods sold. If the cost of goods sold 
is used, the computation will reflect the 
change in inventories. The applicaticn of 
funds method, as well as the net worth 
method, is always open to the question of 
cash on hand. In many instances a de- 


ficiency determined by the Commissioner, 
based on use of the application of funds 
method, can be shown to have resulted from 
the application of funds within the period 
of cash on hand from a prior year. 


ASSETS 

Cash in Bank—Business ... 
Cash in Bank—Personal ... 
Equipment 


Total Assets 


Net Worth Method 


By far, the most popular of the arbitrary 
methods used by the Commissioner is the 
net worth method. The revenue agent in 
preparing a net worth statement, will deter- 
mine the excess of assets over liabilities at 
the beginning and end of the taxable period. 
To the increase or decrease in the net worth 
during the period, an estimated figure for 
living expenses will be added and the re- 
sultant figure (assuming the living expenses 
includes net income deductions) is the ad- 
justed gross income of the taxpayer. Let 
us assume the same set of figures used in 
the illustrations for the application of funds 
method. The statement of net worth would 
be as shown in the table below. Regard- 
less of whether the taxpayer overstated 
his expenses or understated his sales, if 
the revenue agent can obtain the informa- 
tion as to his assets and liabilities at the 
beginning and end of the taxable period and 
his personal living expenses for the period, 
he can correctly compute his income. It will 
be noted that I have not added to the state- 
ment of net worth any estimated personal 
living expenses by cash. Revenue agents in 
many instances are prone to use large 
figures for estimated living expenses in order 
to compensate for assets that might be over- 
looked. 


It seems a source of amazement to many 
people both in and outside of tax practice, 


12-31-49 12-31-50 
—0O— £109,000 Bank Records 
—0— Bank Records 
30,000 Seller’s Records 


1,000 139,000 





LIABILITIES AND RESERVE FOR DEPRECIATION 


Reserve for Depreciation—Equipment.... 


Notes Payable—Bank 
Notes Payable—Equipment 


Total Liabilities and Reserves 


Net Worth 
Less Prior Years Net Worth 


Net Worth Increase 
Add Living Expenses by Check 


Adjusted Gross Income by Net Worth . 


= 
_ 
ales 


6,000 Depreciation Schedule 
4,000 Bank Note Ledger 
24,000 Seller’s Records 


—O— 34,000 


105,000 
1,000 


104,000 
2,000 Check Analysis 


iis $106,000 
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that revenue agents are able to compute the 
income of an individual in many instances 
with a great degree. of accuracy without 
reference to formal records. Experienced 
revenue agents become adept at reconstructing 
an individual’s financial transactions from an 
analysis of his cancelled checks. 
sources of information which revenue agents 
use frequently are the real estate deed rec- 
ords, trust deed records, conditional sales 
contracts and other public records or. file 
in the clerk’s office in the county where the 
taxpayer resides. 


The statement of net worth method and 
the application of funds method are both 
vulnerable from two points of view: the 
amount of cash on hand at the beginning 
and end of the taxable period and the 
amount of the individual’s personal living 
expenses by cash. Knowing this, a revenue 
agent, will almost always, in instances 
where he plans to use either of the methods, 
attempt to get some commitment out of the 
taxpayer or his representative on both points 
in his initial interview. It has been my ex- 
perience that commitments on these points 
should be made only after long and careful 


consideration in order to determine correctly © 


the facts involved. Reference to both the 
application of funds and the statement of 
net worth illustrations will show clearly the 
effect upon the income if the taxpayer could 


“Federal, state and local tax receipts 
in 1951 totaled $83.6 billion, far higher 
than in any previous year. The tax take 
was 30% of national income in 1951. 
This year aggregate tax receipts of all 
levels of Government will approximate 
$90 billion, or 32% of national income. 
The largest sum collected in taxes in a 
war year was $52.2 billion in 1945. In 
1939 tax payments totaled $15 billion or 
21% of national income, and in 1929 $11.2 
billion or 13%. 

“The magnitude of the tax burden now 
is hardly realized by the great mass of 
the public. Those in high income brackets 
are acutely conscious of the crushing 
weight of taxes. For most people, how- 
ever, the relatively light burden of the 
income tax, collected for the most part 
before the pay envelope is received, and 
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Other. 


HOW BIG IS THE TAX BURDEN? 





prove conclusively, for example, that he had 
$50,000 in cash at the beginning of the 
period and none at the end of the period. 


The question of the effect on these two 
methods of income determination of capital 
gains and losses presents no particularly 
difficult problems. In the use of the applica- 
tion of funds method, any- receipts from the 
sale of such assets should be removed from 
the computation of gross receipts and the 
gain or loss computed separately. By use 
of the statement of net worth method, the 
net worth increase or decrease shows the 
full amount of gain or loss on such sales 
and adjustment must be made to the net 
worth income. In the instances where long- 
term gains or losses have been incurred dur- 
ing the period, you must first determine 
whether you have a net long-term gain or 
net long-term loss. If capital transactions 
during the taxable period result in a net 
long-term capital gain, then the nontaxable 
portion must be subtracted from the net 
worth increase. If the capital transactions 
during the period result in a net long-term 
capital loss, then the unallowable portion, 
including the statutory limitation, must be 
added back to the net worth increase. In 
the case of installment reporting of capital 
transactions, technical adjustments are neces- 
sary to make the net worth income reflect 
the excludable portion of the gain. [The End] 


the difficulty in recognizing and adding 
up the multitude of hidden taxes, give 
only partial knowledge of the aggregate 
of taxes paid. A married man with wife 
and two children must have an income 
above $4,000 for the Federal income tax 
to exceed 10% of the family’s gross in- 
come, and over 60% of all families have 
incomes less than $4,000. Yet it has been 
estimated that, when all types of taxes 
are included, even the lowest income 
groups give up about 20% of their in- 
comes in taxes. In the $3,000 to $5,000 
group, which now includes about one- 
third of all families, taxes of all kinds 
absorb from 25% to 30% of incomes. 
Above $10,000, thé proportion rises from 
35% to over 90% for the largest incomes.” 
—Business Comment, October, 1952, issued 
by The Northern Trust Company, Chicago. 
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By FRED L. COX 


The State's Power 
and Constitution 


AS the federal government aggres- 

sively and unconstitutionally encroached 
upon the state’s sovereign powers to tax? 
Have the states been so derelict in the 
assertion of their inherent powers to tax 
that they have surrendered the right by 
default? These question: are of momentous 
import to our existence as a democracy. 


“Interstate Commerce and a State’s Right 
to Revenue” (Taxes—The Tax Magazine, 
January, 1952) and “The State’s Power 
and Constitutional Limitations to Tax” 
(Taxes—The Tax Magazine, August, 1952) 
have aroused so much interest and provoked 
so much comment as to indicate to me 
that present-day trends are away from the 
fundamental and inherent powers to tax as 
they were in the beginning. 


The Supreme Court of the United States 
has said: 


“Neither consent nor submission by the 
states can enlarge the powers of Congress; 
none can exist except those which are 
granted.” (Ashton v. Cameron County Water 
Improvement Company, 298 U. S. 513, 56 
S. Ct. 892.) 


What are the residual powers of the state 
to tax? The power to tax is derived from 
legislative authority and is prohibited only 
by lack of such authority. By what au- 
thority does Congress have power to im- 
pose taxes? By the authority granted to 
it in the Constitution by the states. By 
what authority does a state have power to 
tax? “Taxing power is inherent in sov- 
ereign states ... .” (Spector Motor Serv- 
ice, Inc. v. O’Connor, 2 stc { 200-044, 340 
VU. S. 602.) 


The sole powers to tax vested in the 
federal goyernment were delegated by the 
several states to Congress by adoption of 
the Constitution and amendments thereto. 
Any other power to tax exercised by the 
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federal government is by usurpation and 
not by legal authority. 


“A state government is supreme and in- 
dependent of the Federal Government in 
so far as its powers have not been conferred 
upon the latter by the Constitution.” (Mc- 
Culloch v, Maryland, 4 Wheat. 316.) 


Article I, Section I, of the Constitution 
provides that: 


“All legislative powers herein granted 
shall be vested in a Congress of the United 
States, which shall consist of a Senate and 
House of Representatives.” 


Such powers as are not granted to the 
Congress by the states are reserved to 
themselves. 


“Except for the express and implied re- 
straints of the Constitution, the taxing 
power of the states is absolute and supreme 

..” (Low v. Austin, 13 Wall. 29.) 


In this connection it is interesting to note 
that one of the Articles of Confederation 
adopted by the original 13 states in 1781, 
provided: 


“Each State retains its sovereignty, 
freedom, and independence, and _ every 
power, jurisdiction, and right -which is not 
by this Confederation expressly delegated 
to the United States.” 


Such provision could only mean that the 
free and independent states were willing 
to become members of a “United States” 
and were willing to delegate certain powers 
to the Union but reserved to themselves 
all other powers not so delegated. 


In 1787 the sovereign states assembled 
in a constitutional convention for the pur- 
pose of writing a constitution of the United 
States, which had to be approved by the 
states, each and severally. 


The delegates to the convention from the 
State of New York accepted the provisions 
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of the new constitution with this specific 
reservation: 

“That the powers of government may be 
reassumed by the people, whensoever it 
shall become necessary to their happiness.” 

The Commissions of the New York dele- 
gates closed with these interesting words: 

“This 9th day of May, in the 11th year 
of the independence of the said State.” 


The “llth year” was from the date of - 


the signing of the Declaration of Inde- 
pendence in 1776. New York considered 
itself a free and independent state and was 
taking no chances on becoming subservient 
to any other power. 


In accepting the new Constitution with 
a similar reservation to that of New York, 
Virginia said: 

“That the powers granted under the Con- 
stitution, being derived from the people of 
the United States, may be resumed by 
them, whensoever the same shall be per- 
verted to their injury or oppression.” 

The Commissions of the Georgia dele- 
gates to the convention opened with these 
words: 

“The State of Georgia, by the grace of 
God, Free, Sovereign, and Independent.” 


From the commissions of the delegates 
to the convention, from the reservations by 
some of the states in accepting the new 
Constitution, and from the Constitution 
itself, it is not difficult to see that the states 
were afraid of an all-powerful, centralized 
government. 


Article X of the Constitution says: 

“The powers not delegated to the United 
States by the Constitution, nor prohibited 
by it to the States, are reserved to the 
States respectively, or to the people.” 


Such powers as were granted to the 
United States by the acceptance of the new 
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Constitution by the states were such as 
thought to be necessary for the welfare 
and protection of all the people of all the 
states at all times, matters in which the 
people of all the states have a common interest. 


The powers granted to the federal gov- 
ernment did not include the power to inter- 
fere in the affairs in which only the people 
of a state are concerned; no more so than 
a municipality is granted the power to inter- 
fere in the private affairs of a home within 
its borders. The liberties of a sovereign 
people can only be maintained by keeping 
the power to exercise them close to the 
people who are to enjoy them. Evidence 
is abundant that our founding fathers recog- 
nized this fact and took steps to safeguard 
it with constitutional authority. 


“Power to tax for state purposes is as 
much an exclusive power in the state as 
the power to tax for the general welfare 
of the United States is in Congress.” (Ward 
v. Maryland, 12 Wall. 418.) 


“The power of taxation possessed by the 
states was not abridged by the grant of a 
similar power to the Federal Government 
but such powers are to be concurrently 
used by the two governments.” (McCulloch 
v. Maryland, above.) 


It is a fundamental and universally recog- 
nized principle of law that if a statute in- 
cludes something to be affected by it, 
everything else is excluded. This principle 
of affirmation and negation is peculiarly 
present in Article IX of the Constitution. 


“The enumeration in the Constitution, of 
certain rights, shall not be construed to 
deny or disparage others retained by the 
people.” 


This amendment to the Constitution 
plainly infers that the federal government 
is one of delegated and enumerated powers 
and that the powers not enumerated are not 
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delegated. The assumption by the federal 
government of powers beyond those enu- 
merated in the Constitution is unconstitu- 
tional and void. 


“Powers granted to Congress are not 
exclusive of similar powers existing in the 
states except where the Constitution so 
provides, or where the nature of the power 
granted, or the terms in which the grant 
is made, are such as to show that state 
legislation upon the subject would be re- 
pugnant to the Federal grant.” (Ward v. 
Maryland, above.) 


At the close of the Revolutionary War, 
Great Britain signed a peace treaty with 
the original 13 states, which opened with 
these words: 


“His Britanic Majesty acknowledges the 
said United States, viz.. New Hampshire, 
Massachusetts Bay, Rhode Island and Pro- 
vidence Plantation, Connecticut, New York, 
New Jersey, Pennsylvania, Delaware, Vir- 
ginia, North Carolina, South Carolina and 
Georgia, to be free, sovereign, and inde- 
pendent States.” 


Thus it is seen that originally and in- 
herently the states were “free, sovereign, 
and independent,” limited and restricted by 
no other power or authority. In the rati- 
fication of certain powers enumerated in 
the Constitution, the several states have 
delegated such powers to the national gov- 
ernment to the extent, and the extent only, 
enumerated in the Constitution. 


“The powers not delegated to the United 
States by the Constitution are re- 
served to the states respectively ‘ 
Notwithstanding the adoption of the 13th, 
14th, and 15th Amendments to the Federal 
Constitution, the National Government still re- 
mains one of enumerated powers and the 
10th Amendment . is not shorn of its 
validity.” (Hodges v. U. S., 203 U. S. 1, 
7S. Ce G) 


The Supreme Court has said: 


“The reservation to the states respec- 
tively can only mean the reservation of 
the rights of sovereignty, which they re- 
spectively possessed before the adoption 
of the Constitution of the United States 
and which they had not parted from by 
that instrument. And any legislation by 
Congress beyond the limits of the power 
delegated would be trespassing upon the 
rights of the states or the people and would 
not be the supreme law of the land, but 
null and void.” 


The language of the Ninth and Tenth 
Amendments to the Constitution clearly dis- 
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closes a widespread fear on the part of the 
people of their day that the federal govern- 
ment might, under the pressure of the gen- 
eral welfare, attempt to exercise powers 
which had not been granted by the states. 
I wonder if such an aroused fear on the 
part of the people of our day would be 
out of order. Renewed hope that constitu- 
tional government will yet prevail, when its 
violation is properly challenged, springs 
from the decision of the Supreme Court in 
the case of Sawyer v. Youngstown Sheet & 
Tube Company, 72 S. Ct. 863 (1952). Justice 
Black, speaking for the Court, said that the 
President’s power to seize the steel mills 
“must stem either from an act of Congress 
or from the Constitution itself.” Any valid 
act of Congress would have to stem from 
the power vested in the Constitution by the 
states, a power without which even Con- 
gress stands impotent. 

The treatment of this subject thus far 
has been to show that “taxing power is 
inherent in sovereign States.” (Spector Motor 
Service, Inc. v. O’Connor, above.) Such power 
remains in the states until delegated by 
them to some other authority. Wherein 
and to what extent have they done so? 

The Supreme Court has said: 

“All subjects over which the sovereign 
power of a state extends are objects of 
taxation, and there is no general supervision 
thereover on the part of the nation.” (Shaffer 
v. Carter, 1 stc $235, 252 U. S. 37, 40 
S. Ct. 221.) 


Uniformity Clause 


During the years 1781 to 1789, under the 
Articles of Confederation, the state, which 
“retain[ed] its sovereignty, freedom, and in- 
dependence” exercised its powers too selfishly. 
The expenses of the national government 
were to “be defrayed out of a common 
treasury” which was to be supplied by the 
several states. Frequently a state would 
fail to make its contribution to the “com- 
mon treasury” and the functions of the 
national government were impaired. State 
legislatures enacted statutes to promote 
local prosperity to the detriment of the 
common good. One state met all its ex- 
penses out of duties imposed at one port 
on the commerce entering from other states, 
and several states levied oppressive duties 
on the necessities of life imported from 
other states. Similar incidents are too 
numerous to mention here. In a sane effort 
to avoid national suicide, the states adopted 
Section 8 of Article I of the Constitution. 

While this section confers upon Congress 
the power to deal with 20 different sub- 


November, 1952 © TAXES— The Tax Magazine 





f the 
yern- 
gen- 
wers 
fates. 
1 the 
d be 
stitu- 
2n its 
rings 
irt in 
pet & 
istice 
it the 
mills 
gress 
valid 
from 
y the 
Con- 


s far 
rer is 
M otor 
power 
d by 
1erein 
? 


sreign 
ts of 
vision 
haffer 
7, 40 


er the 
which 
nd in- 
fishly. 
nment 
mmon 
xy the 
would 
“com- 
»f the 
State 
omote 
of the 
ts ex- 
e port 
states, 
duties 
from 
e too 
effort 
lopted 
tution. 
ngress 
t sub- 


gazine 


jects, those parts of the section germane 
to this subject are as follows: 


“The Congress shall have power to lay 
and collect taxes, duties, imposts and ex- 
cises, but all duties, imposts and 
excises shall be uniform throughout the 
United States; . . . to regulate commerce 

. among the several States... .” 


By these provisions the sovereign people, 
in whom resided all authority, conferred 
upon Congress the power to impose taxes, 
and this very comprehensive word “taxes” 
might well include “duties, imposts, and 
excises,” and the final word as to whether 
the taxes so imposed are “uniform through- 
out the United States” and do not obstruct 
the free flow of commerce between the 
states. As already pointed out, the states, 
under the Articles of Confederation, enacted 
much selfish revenue legislation and, in gen- 
eral, treated one another as foreign coun- 
tries. This rivalry among the states taught 
the people a splendid lesson. In order to 
survive, the new union of the states needed 
money—without which no government can 
exist—and regulation of commerce, with- 
out which the selfishness of the states would 
destroy one another. 


The money could not be had without the 
power to tax. John Marshall once said that 
“the power to tax is the power to destroy,” 
but it is also the means to grow, to build 
and to expand. Neither the power to de- 
stroy nor the means to grow should reside 
wholly in a single authority, and the states 
wisely elected to share, not totally sur- 
render, the responsibility of raising needed 
revenue with the Congress. The states. did 
not delegate to Congress the exclusive 
power to tax. They shared that responsi- 
bility with Congress, but at the same time 
delegated to Congress the final word as to 
whether the tax was uniform, that is, non- 
discriminatory. This prevented favor to 
one business or locality to the injury of 
another. 


Commerce Clause 


A companion provision to the uniformity 
clause is that generally known as the “Com- 
merce Clause,” which grants to Congress 
the exclusive power to regulate commerce 
between the states and with foreign coun- 


tries. This clause is perhaps second in 
importance to no other provision of the 
Constitution. It put an end to the selfishly 
imposed taxes by the states upon one 
another’s commerce. It prevents the im- 
position of any tax by the states upon the 
Privilege to engage in commerce between 
the states, and is a barrier to the activities 
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of states which would unduly burden the 
commerce. But, it is powerless to prevent 
the states from imposing taxes and regulations 
which do not directly affect the com- 
merce itself. This power the states re- 
served to themselves, it not being expressly 
enumerated in the powers delegated to 
Congress. 


State statutes and regulations have been 
stricken down by the Supreme Court when 
they directly affected interstate commerce 
but have been allowed to stand when inter- 
state commerce was only indirectly affected. 
Like treatment has been made with refer- 
ence to federal statutes and regulations. 
The all-important question is: Does the stat- 
ute or regulation directly affect interstate 
commerce? This is the line of demarca- 
tion between the federal and a state’s power 
to act. 


“Taxing power is inherent in sovereign 
states ... .” (Spector Motor Service, Inc. 
v. O’Connor, above.) The power to impose 
a tax which does not directly affect the com- 
merce between the states, such as a tax 
upon the net profit derived from the com- 
merce, is resident in the states. (See West 
Publishing Company v. McColgan, 166 Pac. 
(2d) 861; 328 U. S. 823, and the decisions 
cited therein.) The power to impose a tax 
directly upon commerce between the states, 
such as a tax on the privilege to carry on 
the commerce, is resident in the Congress. 
(See Spector Motor Service, Inc. v. O’Comnor, 
above, and the decisions cited therein.) 


In Article I, Section 2 of the Constitution 
of the United States, it is provided that 
“direct taxes shall be apportioned among 
the several States which may be included 
within this Union, according to their re- 
spective numbers... .” 


In 1880 the Supreme Court in upholding 
the income tax laws of 1864-1865, pointed 
out that the federal government had never 
applied a direct tax to anything but real 
estate and slaves. The Income Tax Law 
of 1894 imposed a tax upon rental income 
and income from land. The government 
did not “apportion among the several States, 

. . according to their respective Num- 
bers,” the tax on income from land, as 
constitutionally required of direct taxes, so 
in 1895 the Supreme Court had for deter- 
mination the question of the proper admin- 
istration of the law. The Court held that 
the tax upon the income from the land was 
tantamount to a tax upon the land itself 
and should have been apportioned, as other 
direct taxes, to the several states in ac- 
cordance to the clear command of the 
Constitution. 
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Sixteenth Amendment 


The confusion springing from the deci- 
sion of the Supreme Court and the conten- 
tion of federal agencies eventually brought 
about the adoption in 1913 of the Sixteenth 
Amendment, which delegates to Congress 
the power “to lay and collect taxes on in- 
come, from whatever source derived, with- 
out apportionment among the several States, 
and without regard to any census or enu- 
meration.” This amendment did not grant 
to Congress the exclusive power to levy 
such a tax, and in such manner, but pro- 
vided that it may do so, reserving like 
power to themselves. 


It is worth while to note here that Con- 
gress did not have the power to impose 
such taxes without apportionment and did 
not receive such power until the states 
delegated it to Congress by the ratification 
of an amendment to the Constitution, The 
states did possess such power and Wiscon- 
sin had so exercised it in 1911, two years 
before the adoption of the Sixteenth 
Amendment. 


In 1918 the Supreme Court had for its 
consideration the question of whether a 
state could impose a tax upon net income 
derived from interstate commerce without 
an infringement of the Commerce Clause. 
The case: United States Glue Company v. 
Town of Oak Creek, 1 stc J 245, 247 U. S. 
321, has stood as a “cornerstone” or “land- 
mark” of all net income tax decisions from 
that time until the present. In this case 
the Court affirmed the decision of a lower 
court on the premise that a tax whose sub- 
ject is net income is not a direct burden 
on commerce and, hence, is not forbidden 
by the Commerce Clause; the decision did 
not turn on the fact that the taxpayer was 
engaged in both interstate and intrastate 
commerce nor on the fact that the taxpayer 
was a domestic corporation. This is evi- 
denced by what the Court said, independent 
of these factors, in this and subsequent cases. 


The Court said in this case: 


“It is settled that a state may not directly 
burden interstate commerce, either by taxa- 
tion or otherwise. But a tax that only in- 
directly affects the profits or returns from 
such commerce is not within the rule.” 

In this case the incidence of the tax pro- 
vided the answer. The tax was not on 
commerce but on net profit, profit after 
the business was done, the expenses ac- 
counted for and the profit determined. The 
Court went on to say: 

“A tax upon gross receipts affects each 
transaction in proportion to its magnitude 


914 








and irrespective of whether it is profitable 
or otherwise. Conceivably it may be suf. 
ficient to make the difference between profit 
and loss, or to so diminish the profit as to 
impede or discourage the conduct of the 
commerce. A tax upon the net profits has 
not the same deterrent effect, since it does 
not arise at all unless a gain is shown over 
and above expenses and losses, and the tax 
cannot be heavy unless the profits are large, 
Such a tax, when imposed upon net income 
from whatever source arising, is but a 
method of distributing the cost of govern- 
ment . ; and if there be no discrimi- 
nation against interstate commerce, either 
in the admeasurement of the tax or in the 
means adopted for enforcing it, it consti- 
tutes one of the ordinary and general bur- 
dens of government, from which persons 
and corporations otherwise subject to the 
jurisdiction of the States are not exempted 
by the Federal Constitution because they 
happen to be engaged in commerce among 
the States.” 


Does that sound like domestication or 
intrastate transactions had anything to do 
in determining the validity of the tax? The 
tax was upheld upon a fundamental and 
constitutional principle; the tax was di- 
rectly upon profit, not upon the commerce 
from which the profit was derived. 


A state tax may be imposed on net profit 
from business done in interstate commerce, 
but a state tax upon the privilege to do 
the business is forbidden. (See United 
States Glue Company v. Town of Oak Creek, 
above; Alpha Portland Cement Company »v. 
Massachusetts, 1 stc J 246, 268 U. S. 203.) 


Interstate commerce is no more affected 
by a tax on net profit from activities in such 
commerce than by a tax on property used 
in the commerce, and the Commerce Clause 
is not violated unless there is proof that 
the tax is discriminatory in its application. 
(See Nelson v. Sears, Roebuck & Company, 
1 stc J 563, 312 U. S. 359.) 


Interstate commerce may be made to pay 
its way where the proper constitutional 
channel is adopted for imposing the tax. 
(See McLeod v. Dilworth Company, 1 stc 
q 538, 322 U. S. 327; General Trading Com- 
pany v, State Tax Commission, 1 stc { 564, 
322 U. S. 335.) 


“A tax may be levied on net income 
wholly derived from interstate commerce. 
Nondiscriminatory taxation of the instru- 
mentalities of interstate commerce is not 
prohibited.” (McGoldrick v. Berwind-White 
Coal Mining Company, 1 stc 1532, 30 
VU. S. 33.) 
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The state is not precluded from impos- 
ing taxes upon activities or aspects of inter- 
state commerce which are subject to the 
sovereign power of the state. It is only 
necessary that the burden of the tax be 
reasonably related to the powers of the 
state and be nondiscriminatory. (Spector 
Motor Service, Inc. v. O’Connor, above.) 


In the case of Memphis Natural Gas Com- 
pany v. Beeler, 1 stc J 249, 315 U. S. 649, 
Chief Justice Stone, speaking for a unani- 
mous Court, said: 


“Even if a taxpayer’s business were 
wholly interstate commerce, a nondiscrimi- 
natory tax upon the net income of 
a foreign corporation derived from 
within the state is not prohibited 
by the commerce clause .. . .” 


While in this case the taxpayer main- 
tained a commercial domicile within the 
taxing ‘state, it is not sufficient to contend 
that the decision turned on that fact. It 
is worthy of note that the disjunctive “or” 
is used in the Court’s decision after the 
phrase “having a commercial domicile there.” 
In other words, the’ decision appears to 
state clearly that a nondiscriminatory tax 
upon net income derived from interstate 
business from within the state is not pro- 
hibited by the Commerce Clause. I take 
it that no one would contend that a non- 
discriminatory tax imposed upon net 
income, a franchise or privilege to do busi- 
ness in a state would be prohibited by the 
Commerce Clause where the corporation 
maintains a commercial domicile in the tax- 
ing state. This being true, no purpose could 
be served by the Court following the phrase 
“having a commercial domicile there” with 
the further statement “or upon net income 
derived from within the state,” except that 
it means exactly what it says. 


In the case of State Tax Commission v. 
Memphis Natural Gas Company, 19 So. (2d) 
477 (1944), the Mississippi Supreme Court 
upheld a tax imposed directly upon net 
income derived from exclusively interstate 
commerce. The Memphis Natural Gas 
Company sold gas to the Mississippi Power 
and Light Company, a nonresident cor- 
poration doing business in Mississippi. The 
gas was delivered directly to points in 
Mississippi from an interstate pipeline. 
The contracts were made out of the state. 
The gas company contended that its ac- 
tivities in the state were wholly of an inter- 
State character, and that the imposition of 
the tax violated the Commerce Clause 
of the Constitution. An appeal of this case by 
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the gas company to the United States Su- 
preme Court was dismissed for want of a 
substantial federal question in Memphis 
Natural Gas Company v. State Tax Com- 
mission, 323 U. S. 682. The incidence of 
the tax provided the answer in this case. 
It is plain that if the tax had been directly 
on interstate commerce or the privilege to 
engage in interstate commerce, it would 
have been stricken down. 


On the other hand, the United States 
Supreme Court has sustained a nonregula- 
tory and nondiscriminatory tax imposed 
upon incidents in interstate commerce, such 
as an unemployment compensation tax. In 
the case of International Shoe Company uv. 
State of Washington, 2 stc J 200-009, 326 U. S. 
310, 66 S. Ct. 154 (1945), the Court said: 


“To the extent that a corporation exer- 
cises the privilege of conducting activities 
within a state, it enjoys the benefits and 
protection of the laws of that state. The 
exercise of that privilege may give rise to 
obligations, and, so far as those obligations 
arise out of or are connected with the ac- 
tivities within the state, a procedure which 


‘réquires the corporation to respond to a 


suit brought to enforce them can, in most 
instances, hardly be said to be undue . .. .” 


In the case of West Publishing Company 
v. McColgan, above, the Court reaffirmed 
the principles enunciated in the above-men- 
tioned cases. The West Publishing deci- 
sion draws the distinction “between a tax 
whose subject is the privilege of engaging 
in interstate commerce and a tax whose 
subject is the net income from such com- 
merce.” The West Publishing Company 
would have been taxed under the Bank and 
Corporation Franchise Tax Act of the State 
of California had its business in California 
not been wholly of an interstate character. 
Because it was exclusively of an interstate 
character, the tax was imposed under the 
provisions of the California Income Tax 
Act of 1937. The West Publishing decision 
says that “it is settled by decisions of the 
United States Supreme Court that a tax on 
net income from interstate commerce, as 
distinguished from a tax on the privilege 
of engaging in interstate commerce, does 
not conflict with the commerce clause.” 


* Again I say the incidence of the tax 
provides the answer. If the incidence of 
the tax is upon interstate commerce, the 
tax cannot constitutionally stand, but if the in- 
cidence of the tax is directly upon the 
net profit derived from such commerce, it 
is upon sound constitutional grounds. 


[The End] 
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6 VOLUTION is a change . . . through 

continuous differentiations and integra- 
tions,’’ and so is a tax-free reorganization. 
Both require that continuity. 


The Pinellas Ice & Cold Storage Com- 
pany sold ice in St. Petersburg,? Florida. 
On December 15, 1926, the company deeded 
its assets to the Florida West Coast Ice 
Company for $1,400,000, of which $400,000 
was paid in cash and the balance was repre- 
sented by notes payable serially from Janu- 
ary 31 to April 1, 1927. As the notes were paid, 
in accordance with resolutions for the disso- 
lution of Pinellas, the proceeds were dis- 
tributed to the stockholders as liquidating 
dividends. “You made about $552,144.12 on 
that deal,” said the Commissioner to Pinel- 
las. “Deal? Schmeal!” exclaimed the cor- 
poration. “There was a reorganization to 
which we and West Coast were parties. 
The notes were securities of West Coast, 
and there was an exchange of our property 
for cash and securities.” “That was a sale 
for cash,” challenged the Commissioner. “No,” 
replied the corporation, “for the statutory 
definition of ‘reorganization’ includes a 
parenthetical phrase, ‘the acquisition by one 
corporation of . substantially all the 
properties of another corporation,’ which is 
just what we have here. What more do 
you want, Mr. Commissioner?” “$74,673.50,” 
was the witty reply. 


On January 9, 1933, Mr. Justice McRey- 


nolds delivered the opinion of the Supreme 
Court: * 







































































































































































“The ‘vendor’ agreed ‘to sell’ and ‘the 
purchaser’ agreed ‘to purchase’ certain de- 
scribed property for a definite sum of 
money. Part of this sum was paid in cash; 
for the balance the purchaser executed 
three promissory notes, secured by the 
deposit of mortgage bonds, payable, with 
interest, in above forty-five, seventy-five, 



































1 Herbert Spencer, First Principles (London, 
Williams and Norgate, 1862), p. 216. 

2 But it was of its Russian counterpart that 
an impressionistic historian noted: ‘Petersburg 
became a polar hell.” (Edgar Saltus, 
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LIX 
Pinellas Ice & Cold Storage 
Company v. Commissioner 


Mere Corporate Acquisition of An- 
other's Stocks Is No Reorganization 


and one hundred and five days, respectively, 
These notes—mere evidence of obligation 
to pay the purchase price—were not securi- 
ties within the intendment of the act and 
were properly regarded as the equivalent 
of cash. It would require clear language 
to lead us to conclude that Congress in- 
tended to grant exemption to one who sells 
property and for the purchase price accepts 
well secured, short term notes, (all payable 
within four months) when another who 
makes a like sale and receives cash cer- 
tainly would be taxed. We can discover 
no good basis in reason for the contrary 
view and its acceptance would make evasion 
of taxation very easy. In substance the 
petitioner sold for the equivalent of cash; 
the gain must be recognized. 


“The court below held that the facts 
disclosed failed to show a ‘reorganization’ 
within the statutory definition. And, in the 
circumstances, we approve that conclusion. 
But the construction which the court seems 
to have placed upon clause A, paragraph 
(h) (1), Section 203, we think is too: nar- 
row. It conflicts with established practice 
of the tax officers and if passed without 
comment, may produce perplexity. 


“The court said—It must be assumed 
that in adopting paragraph (h) Congress 
intended to use the words “merger” and 
“consolidation” in their ordinary and ac- 
cepted meanings. Giving the matter in 
parenthesis the most liberal construction, 
it is only when there is an acquisition of 
substantially all the property of another 
corporation in connection with a merger 
or consolidation that a reorganization takes 
place. Clause (B) of the paragraph re- 
moves any doubt as to the intention of 
Congress on this point.’ 


“The paragraph in question directs— 
‘The term “reorganization” means (A) a 


The Imperial Orgy (New York, The Modern 
Library, 1927), p. 165.) 

2 Pinellas Ice & Cold Storage Company Vv. 
Commissioner, 3 ustc { 1023, 287 U. S. 462 (1933). 
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merger or consolidation (including the 
acquisition by one corporation of at least 
a majority of the voting stock and at least 
a majority of the total number of shares 
of all other classes of stock of another 
corporation, or substantially all the proper- 
ties of another corporation).’ The words 
within the parenthesis may not be disre- 
garded. They expand the meaning of ‘merg- 
er’ or ‘consolidation’ so as to include some 
things which partake of the nature of a 
merger or consolidation but are beyond the 
ordinary and commonly accepted meaning 
of those words—so as to embrace circum- 
stances difficult to delimit but which in 
strictness cannot be designated as either 
merger or consolidation. But the mere 
purchase for money of the assets of one 
Company by another is beyond the evi- 
dent purpose of the provision, and has no 
real semblance to a merger or consolidation. 
Certainly, we think that to be within the 
exemption the seller must acquire an inter- 
est in the affairs of the purchasing company 
more definite than that incident to owner- 
ship of its short term purchase money 
notes. This general view . harmonizes 
with the underlying purpose of the pro- 
visions in respect of exemptions and gives 
some effect to all the words employed.” 


_JT has 


been a cardinal principle 
since the Pinellas case that mere ac- 
quisition by one corporation of the proper- 
ties or of the stock of another is not sufficient 
to justify the reorganization classification.” ‘ 
“The Pinellas case is justly famed as the 
first clear pronouncement by the Supreme 
Court of the ‘continuity of interest’ test.’ 
“The Supreme Court in the Pinellas case, 
in 1932, established a requirement that there 
must be a ‘continuity of interest’ in all 
the transactions of a reorganization, in 
order for any exchange in connection there- 
with to come within the tax-deferring pro- 
visions of the Revenue Acts.” * 


Preferred stock may betoken an interest. 
Q Corporation transferred most of its 
property to a new corporation, N, for cash 
and for all of the N preferred stock. O used 
part of this cash to retire its own preferred 
stock. The remainder of the cash and the 
N preferred stock went to the O share- 
holders. © Corporation continued to exist. 


In finding that this was a reorganization, 
Mr. Justice McReynolds declared: “True, 
the mere acquisition of the assets of one 
corporation by another does not amount 
to a reorganization within the statutory 
definition. Pinellas Ice Co. v. Commissioner 
so affirmed. But where, as here, the 
seller acquires definite and _ substantial 
interest in the affairs of the purchasing 
corporation, a wholly different situation 
arises. The owner of preferred stock is 
not without substantial interest in the af- 
fairs of the issuing corporation, although 
denied voting rights. The statute does not 
require participation in the management of 
the purchaser; nor does it demand that the 
conveying corporation be dissolved.” * 

Though there may not be a sale, receipt 
of cash is not in itself a disqualificant. 
O Corporation transferred its assets to an- 
other corporation in return for the latter’s 
shares and cash. O kept the stock but dis- 
tributed the cash to its own stockholders, 
who agreed to pay O’s outstanding debts. 
The receipt of a large part of the consider- 
ation in cash did’ not affect the reorgani- 
zation status so long as O received an 
interest in the affairs of the other corpo- 
ration which represented a material part 
of the value of the assets transferred. 
Mr. Justice McReynolds noted that in the 
Pinellas case it was held that to be within 
the reorganization exemption the seller 
must acquire an interest in the affairs of 
the purchasing company more definite than 
that incident to ownership of its short-term 
purchase-money notes. “And we now add 
that this interest must be definite and ma- 
terial; it must represent a substantial part 
of the value of the thing transferred. This 
much is necessary in order that the result 
accomplished may genuinely partake of the 
nature of merger or consolidation 
[Here] a large part of the consideration 
was cash. This, we think, is permissible 
so long as the taxpayer received an interest 
in the affairs of the transferee which repre- 
sented a material part of the value of the 
transferred assets.” * 

Bonds may be securities. The stock- 
holders of O Corporation exchanged their 
shares for N Corporation stock and for O 
mortgage bonds guaranteed by N. This 
was held to be a reorganization, although 


the Commissioner had claimed that the 
Ca AER SEH OAR CMM te REET RO AN SY EAE OES Mt na ct ASS CD x tA 


‘Robert S. Holzman, Corporate Reorganiza- 
tions: Their Federal Tax Status (New York, 
The Ronald Press Company, 1948), p. 60. 
*Erwin N. Griswold, ‘‘ ‘Securities’ and ‘Con- 
tinuity of Interest’,’”’ Harvard Law Review, May, 
1945, p. 708. 


Tax Classics 





® Harvey M. Spear, “ ‘Corporate Business Pur- 
pose’ in Reorganization,’’ Tax Law Review, 


December, 1947-January, 1948, p. 233. 
™Nelson Company v. Helvering, 
7 9019, 296 U. S. 374 (1935). 
8 Helvering v. Minnesota Tea Company, 36-1 
ustc ff 9015, 296 U. S. 378 (1935). 


36-1 vustc 
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stockholders sold their O shares for a tax- 
able gain. Said the ubiquitous® Mr. Justice 
McReynolds: “The bonds, we think, were 
securities within the definition and cannot 
be regarded as cash, as were the short 


term notes referred to in Pinellas Ice Co. 


v. Commissioner... .”™ 


‘THE TERM of the obligations is not 
the decisive factor. O Corporation 
transferred all of its assets to N Corpo- 
ration, receiving in exchange N bonds and 
cash. In holding that this was not a re- 
organization, Mr. Justice Roberts declared: 
“As the court below properly stated, this 
section is not to be read literally, as denomi- 
nating the transfer of all the assets of one 
company for what amounts to a cash con- 
sideration given by the other a reorganization. 

In applying our decision in the 
Pinellas case (supra) the courts have gener- 
ally held that receipt of long term bonds 
as distinguished from short term notes 
constitutes the retention of an interest 
in the purchasing corporation .... We 
are of opinion that the term of the obliga- 
tions is not material. Where the considera- 
tion is wholly in the transferee’s bonds, or 
part cash and part such bonds, we think it 
cannot be said that the transferor retains 
any proprietary interest in the enterprise. 
On the contrary, he becomes a creditor of 
the transferee... .””™ 


Thus, when old 20-year 6 per cent de- 
bentures were exchanged for a like amount 
of 10-year 3% per cent convertible deben- 
tures of the same corporation after a formal 
offer by the company, a tax-free recapitali- 
zation resulted. In Le Tulle v. Scofield 
“it was held that continuity of proprietary 
interest must be found if the transaction 
is to be deemed within the definition of 
reorganization and that a transfer 
of all the assets of one corporation to 
another in exchange for cash and bonds 
of the latter did not fall within such defi- 
nition. It was not held that an: exchange 


of bonds for bonds pursuant to a plan of 
reorganization is not an exchange of ‘se- 
. . We think the debentures 


curities’ . . 






® When Isvolski, Russian ambassador to 
France, heard that the World War (j. g.) had 
started, this veteran conspirator to that end 
cried: ‘‘This is my war.'’ (Max Monteglas, 
British Foreign Power Under Sir Edward Grey 
(New York, Alfred A. Knopf, 1928), p. 83.) Just 
so could the bachelor Mr. Justice McReynolds 
have said of the continuity-of-interest doctrine: 
“This is my child.’’ Note the continuity of his 
interest in the Pinellas, Nelson, first Minnesota 
Tea Company and Watts cases. 
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involved in the case at bar are ‘securities’ 
within that section.” * 


Short-term securities, however, are sum- 
marily dismissed. An individual, the owner 
of demand and of short-term notes of 
O Corporation, was taxed when O trans. 
ferred all of its assets to N Corporation 
for N stock and then transferred part of 
the N stock to the individual in satisfaction 
of the notes. “The secured notes payable in 
six months or less were but short term oblj- 
gations having the character of temporary 
evidence of debt, as it fluctuates in financing 
for current expenses, as distinguished from 
the well known permanent, or semi-perma- 
nent, status of long term obligations, which 
are to be treated as securities within the mean- 
ing of that term in Pinellas Ice & Cold Stor- 
age Co. v. Commissioner . A fortiori, 
the demand notes were not securities.”” 


A very liberal interpretation was applied 
in the case of a bondholders’ protective 
committee. A reorganization was recog- 
nized when the new corporation, N, pur- 
chased the assets formerly owned by the 
old company, O, from such a committee. 
Said Mr. Justice Douglas: “From the 
Pinellas case ... to the Le Tulle case. 
it has been recognized that a transaction 
may not qualify as a ‘reorganization’ under 
the various revenue acts though the literal 
language in the statute is satisfied... 
The Pinellas case introduced the continuity 
of interest theory to eliminate those trans- 
actions which had ‘no real semblance to a 
merger or consolidation’ . and to avoid 
a construction which ‘would make evasion 
of taxation very easy’ . The Pinellas 
case makes plain that ‘merger’ and ‘con- 
solidation’ as used in the Act includes 
transactions which ‘are beyond the ordinary 
and commonly accepted meaning of those 
words’. . Some contention, however, is 
made that this transaction did not meet the 
statutory standard because the properties 
acquired by the new corporation belonged 
at that time to the committee and not to 
the old corporation .... Here they were 
no more than intermediate procedural de- 





10 Helvering v. Watts et al., 
296 U. S. 387 (1935). 

1 Le Tulle v. Scofield, 40-1 ustc { 9150, 308 
U.S. 415. 

12 Commissioner v. Neustadt’s Trust et al., 
42-2 ustc 9751, 131 F. (2d) 528 (CCA-2). After 
ten years the Treasury Department finally got 
around to recognizing this finding: I. T. 4081, 
1952-11-13827 (p. 4). ; 

13 Commissioner v. Sisto Financial Corporation, 
44-1 ustc 9101, 139 F. (2d) 253 (CCA-2, 1943). 


36-1 ustc { 9016, 


November, 1952 @© TAX ES — The Tax Magazine 





tunit 
of th 
alter 
cent 
indic 


reor} 
unde 
est : 
statt 
Pine 
sione 
inte! 
with 
pan) 
in tl 
men 
Con 
sens 
qua 
pris 
S 
rati 
sto 
atin 
the 
the 
eve 
Wit 
acq 
pre 
tra 


urities’ 


© sum- 


Owner 
tes of 
trans- 
oration 
art of 
faction 
able in 
n obli- 
porary 
ancing 
d from 
Derma- 
which 
} mean- 
d Stor- 
ortiori, 
ties,” # 
applied 
tective 
recog- 
I, pur- 
by the 
mittee, 
m the 
ee 
saction 
under 
literal 


tinuity 
trans- 
e toa 
) avoid 
-vasion 
inellas 
1 ‘con- 
icludes 
‘dinary 
' those 
aver, is 
eet the 
perties 
longed 
not to 
y were 
ral de- 


7 9016, 
50, 308 
et al., 
_ After 
illy got 
r. 4081, 


oration, 
, 1943). 


gazine 


vices utilized to enable the new corporation 
to acquire all the assets of the old one 
pursuant to a single reorganization plan.” “ 


HERE is no continuity of interest 

where ownership is only as a creditor. 
O Corporation went bankrupt, and the 
majority (70 per cent) creditors purchased 
the assets from the receiver for transfer to 
a new company, N, for all of the N stock. 
The other creditors were given no oppor- 
tunity to participate and were frozen out 
of the alleged reorganization. They had no 
alternative but to accept an offer of 54 per 
cent on their claims. “All the foregoing 
indicates clearly that there was not only no 
reorganization as that term is ordinarily 
understood, but no such continuity of inter- 
est as has been considered essential to a 
statutory reorganization ever since - 
Pinellas Ice & Cold Storage Co. v. Commis- 
sioner . . . . True, in the present case, the 
interests which came out of the transaction 
with the ownership of the transferee com- 
pany may have had an ownership interest 
in the assets from the date of the appoint- 
ment of receivers (assuming that Old 
Company was insolvent in the bankruptcy 
sense), but that was an ownership interest 
qua creditor-owners of an insolvent enter- 
prise.” * 


Similar was the situation where a corpo- 
ration was the chief creditor and majority 
stockholder of a company which was oper- 
ating at a loss. The corporation acquired 
the assets of the losing venture, subject to 
the former’s paying off the other creditors, 
even though the corporation could not thereby 
wipe out the indebtedness to itself. This 
acquisition was not a reorganization. “The 

. company retained no stake and no 
proprietary interest in the enterprise. The 
transfer of assets at a fair price was in 
payment of a debt and did not amount to 
a reorganization. See Pinellas Ice & Cold 
Storage Co. v. Commissioner... .”™ 


Notes that might become stock are still 
notes. A corporation obtained from a 
debtor company certain notes which the 
holder could convert, up to 50 per cent of 
the face value, into prior preferred stock 


4 Helvering v. Alabama Asphaltic Limestone 
Company, 42-1 ustc { 9245, 315 U. S. 179. See 
“Tax Classics,’"” XXVI, TAxES—The Tax Maga- 
zine, February, 1950, p. 169. 

4% Ralph Brothers Furniture Company v. U. 8., 
43-1 uste J 9468 (DC Pa.) 

16 Glenn v. Courier-Journal Job Printing Com- 
pany, 42-1 ustc § 9472, 127 F. (2d) 820 (CCA-6). 

1% Neville Coke & Chemical Company v. Com- 


missioner, 45-1 ustc {| 9233, 148 F. (2d) 599 
(CCA-3). 


Tax Classics 


at any time within three years. Subse- 
quently, the debtor was recapitalized, and 
it issued new debentures and new stock to 
the note holders for their certificates. “Did 
the notes which . . . [the creditor] held 
against . . . [the debtor] give it a ‘pro- 
prietary’ interest in the enterprise or was 
it only a creditor? . . . The taxpayer in 
the instant case was a creditor who had 
an option to become a shareholder if it 
had asked for stock instead of money. The 
fact that it had a chance to acquire a 
proprietary interest in its debtor does not 
change it from a creditor to a security 
holder, we think, unless and until the option 
is exercised.” ” 


The fact that a merger is a Statutory one 
does not waive the basic reorganization 
requirements. “In view of the cases cited 
we cannot subscribe to the taxpayer’s con- 
tention that under Section 112 (g) (1) (A) 
of the Revenue Act... the requirements 
of the New Jersey law supersede the ‘con- 
tinuity of interest’ test... .”™ 


N° definite yardsticks have been set up 
for this test. “While no precise formula 
has been expressed for determining whether 
there has been retention of the requisite 
interest, it seems clear that the requirement 
of continuity of interest consistent with the 
statutory intent is not fulfilled in the absence 
of a showing: (1) that the transferor cor- 
poration or its shareholders retained a sub- 
stantial proprietary stake in the enterprise 
represented by a material interest in the 
affairs of the transferee corporation, and 
(2) that such retained interest represents a 
substantial part of the value transferred.” ” 


“With respect to existing forms, we 
should remember that we have no right 
to expect (excepting in rare cases) to dis- 
cover directly connecting links between them 

...’” Those rare cases include reorgani- 
zations that the courts have found to be 
tax free. However, where a taxpayer ts 
able to furnish proof of this continuity, he 
may feel that “evolution really is mistaken 
for explanation.” ™ 


1% Roebling v. Commissioner, 44-2 ustc {| 9388, 
143 F. (2d) 810 (CCA-3). 

19 Southwest Natural Gas Company v. Com- 
missioner, 51-1 vustc { 9340, 189 F. (2d) 332 
(CA-5). : 

20 Charles Darwin, The Origin of Species by 
Means of Natural Selection (London, John Mur- 
ray, 1859), p. 462. 

21G. K. Chesterton, The Everlasting Man 
(New York, Dodd, Mead & Company, 1925), p. 3. 
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‘Legal’ Partnership 
Produces Tax Advantages 


As long as the legal formalities are 
followed, partners are not required by 
the Canadian Income Tax Act to con- 
tribute either capital or services to the 
partnership. 


Three patent attorneys operated, as part- 
ners, two different firms. The partnership 
agreement provided, as to one of the firms, 
that, upon the death of any one of the 
partners, his wife, and his daughters under 
certain circumstances, could become part- 
ners. Two of the partners died and their 
respective wives and daughters became 
partners. They contributed neither services 
nor capital. However, they did share in 
the profits of the firm. The partnership 
deducted from the partnership income the 
payments made to the widows and daugh- 
ters. The Income Tax Appeal Board dis- 
allowed this deduction. On appeal, the Ex- 
chequer Court of Canada reversed, having 
found that there was nothing in the Income 
Tax Act which would prevent the widows 
and daughters from becoming partners. The 
court agreed that the “active partners prob- 
ably had in mind the benefits to be gained 
by making the wives and daughters ‘part- 
ners’ rather than annuitants and the possible 
saving in succession duty and the undoubted 
Saving in income tax. ...” However, as 
long as the legal requirements were fulfilled 
(the wives and daughters would have been lia- 
ble for losses), the Minister of National 
Revenue had no right to allocate the part- 
nership income.—No. 41 v. Minister of Na- 
tion Revenue, 52 DTC 1150. 


Tax Differential in Quebec 


Quebec, alone among the provinces, 
did not sign a tax agreement with the 
federal government. As a result, cor- 
porations in Quebec pay a higher in- 
come tax. 


In our last issue, we published excerpts 
from a paper presented at the annual con- 
ference of the National Tax Association, 
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held in Toronto, Canada. The author, J. 
Harvey Perry, noted, in part, that in 
Canada the federal government and most 
of the provincial governments recently have 
made five-year agreements concerning the | 
collection of taxes. As a result, Quebec, | 
alone among the provinces, now imposes a 
tax on corporate income earned in that 
province, the others having agreed that only 
a federal tax be collected. Though there 
is a federal tax credit of 5 per cent allowed 
corporate taxpayers in respect of income 
earned in Quebec, such taxpayers are at 
a disadvantage compared with those in the 
other provinces, as the Quebec rate is 7 per 
cent. The differential (including the general 
increase in the federal tax rate) may be 
illustrated as follows: 






































































Corporation with $100,000 Taxable Income 


(A) In One of the Agreeing Prov- 
inces 


(1) Tax at 20% on first $10,000 


of taxable income 











(2) Tax at 50% on remaining 
$90,000 of taxable income. . 


(3) Old-age security tax at 
2% on $100,000 





45,000 









(4) Total 









(B) In Quebec 
(1) Tax at 20% on first $10,000 
of taxable income-....... $ 2 
(2) 


Tax at 50% on remaining 
$90,000 of taxable income. . 


Old-age security tax at 
2% on $100,000 







45,000 





(3) 




















(4) Total of (1), (2) and (3).. $49,000 
(5) Less provincial tax credit 
7 | ere Pe ,000 
CG). Wet tatal ....6..40550600: $44,000 
(7) Quebec tax at 7% on 
EE og eee an BOT : 
Se «4 ch arn a nee aeeeiae $51,000 












2*\Books ..... Articles 


nm 


hor, J, 
hat in 
d most 
ly have 
ing the 
Juebec, 
poses a 
in that 
at only 
n there 
allowed 
income 
are at 
» in the 
is 7 per 
general 
nay be 


Ontario Taxes 


Ontario Tax Acts Consolidated. CCH 
Canadian Limited, 1200 Lawrence Avenue 
W., Toronto 10, Ontario, Canada.* Fourth 
edition, 1952. 289 pages. $2.50. 


In booklet form, the 11 principal taxing 
acts of the Province of Ontario are repro- 
duced along with the taxing provisions of 
other acts in effect in the province. All 
amendments to date are consolidated and 
the dates of amendment appear in historical 
notes following each section. The acts are 
arranged alphabetically and there is a topi- 
cal index for easy reference. 


Great Issues 


The Welfare State and the National Wel- 
fare. Edited by Sheldon Glueck. Addison- 
Wesley Press, Inc., 500 Kendall Square 
Building, Cambridge 42, Massachusetts. 
1952. 289 pages, $3.50. 


This book is a collection of public utter- 
ances on the most vital issue of our time 
by very learned men of our time who think 
as editor Sheldon Glueck thinks: That 
is, that what is occurring in Washington 
on the socio-economic front should be of 
greater concern to everyone. Therefore it 
is a Symposium dealing with some of the 
threatening tendencies of our time, in which 
there are no defenders of the “creeping 
socialism in our government.” 


The “tendencies” are pretty well stated 
by Roscoe Pound, one of the contributors. 
“What one must resist is not state perform- 
ance of many public services which it can 
perform without upsetting our legal, polit- 
ical, economic, and social order, but the idea 
that all public services must and can only 
be performed by the government—that 
politically organized society and that alone 
is to be looked to for everything, and that 
there is no limit to the services to humanity 
which it can perform.” 


Here is another tendency as stated by 


Glueck: “Surely, loose spending of the 


*This book may be obtained: in the United 
States from Commerce Clearing House, Inc., 


Books . Articles 


public resources will not only not assure 
the blessings of liberty to our posterity but, 
through increasingly crippling taxation, the 
undermining of the national financial struc- 
ture, excessive inflation, and the centripetal 
suction of an ever more powerful ‘federal’ 
government, must threaten the supreme value 
sought in and through the Constitutior.— 
human freedom from governmental tyranny.” 


Glueck asks politicians who attempt to 
rationalize the current trend with the Con- 
stitution’s imposition of an obligation to 
“promote the general welfare” to read that 
document more carefully. Good advice. Our 
politicians are inclined to imply that the 
great issue between the Republicans and the 


-Democrats is to secure the blessings of 


peace and liberty for “our friends, ourselves, 
etc.” Our Constitution puts “ourselves and 
our posterity” first. The drafters wisely 
knew that then we would be in position to 
help “our friends” if need be. 


This excellent collection is not a political 
harangue and the book’s logic can be used 
to test the current political columns on 
issues that can only be met and defeated 
in the hearts and minds of free men. 


The book’s need will not die on November 
4, and every citizen can buttress his own 
thinking with the logic of these pieces in 
the symposium, and store up their argu- 
ments for the time when he can fire on 
seeing “the whites of their eyes.” 


Bernard Baruch, Vannevar Bush, Harry 
F. Byrd, Donald K. David, John Foster 
Dulles, Dwight D. Eisenhower, Herbert 
Hoover, Raymond Moley, Edwin G. Nourse, 
Roscoe Pound, Donald Richberg, Walter 
E. Spahr and the editors of Life magazine 
contributed to this book. 


The editor’s words excel any which your 
reviewer might conjure as a stimulus to 
the acquisition and study of the book: 
“They are men [the contributors] who, 
apart from the evidence of their conspicuous 
achievements in the various professions, 


214 North Michigan Avenue, Chicago 1, Illinois, 
at $2.50 in United States dollars. 
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possess a great deal of old-fashioned com- 
mon sense, not easily deflected or duped by 
shibboleths or slogans. 


“I verily believe, therefore, that it will 
well repay the reader’s time not merely to 
read but to reflect upon what these men 
have to say.” 


Dean Pound 


Justice According to Law. Roscoe Pound. 
Yale University Press, New Haven, Con- 
necticut. 1951. 91 pages. $2.50. 

This book is a printing of three lectures 
by the Dean Emeritus of Harvard Univer- 
sity Law School. The lectures deal with 
the subjects: What is Justice, What is Law, 
and Judicial Justice. These are questions 
that Dean Pound has wrestled with and 
expounded upon during the whole of his 
illustrious teaching career. The same ques- 
tions are those which mankind has wrestled 
with since the Sixth Day. The author 
doesn’t resolve the questions but he does 
throw a great amount of light on them and 
the areas in which their answers lie. 


ARTICLES 


Taxing the Family: A More Equitable 
Solution What is wrong with our 
present system of taxing the family? The 
author, an accountant, analyzes the situa- 
tion and finds that some families, and, in- 
deed, members of families, receive preferen- 
tial treatment which is not in accord with 
the notion of equalizing the tax burden. 
Some of the inequities which appear are 
discrimination in favor of the married cou- 








any retaliation along the lines of disrupt- 
ing what are now approved accounting 
practices in the livestock business. By pro- 
viding that the 1951 amendment should be 
retroactive to years beginning after De- 
cember 31, 1941, insofar as it includes draft, 
dairy and breeding livestock in the defini- 
tion of property used in the trade or busi- 
ness, Congress also intended that inequities 
resulting from the Commissioner’s position 


CAPITAL GAINS TREATMENT ON LIVESTOCK SALES— 
Continued from page 892 


This article was originally part of an article, by the author, published in the 
December, 1951 issue of the Southern California Law Review. The second 


ple against the single person, discrimination 
in favor of unearned income against earned 
income, and unfairness of the allowances 
for personal exemptions. 


The author realizes that, while it is easy 
to criticize, “it is much more difficult to 
suggest a cure for the disease” but suggests 
possibilities for changes which at least 
would serve as a basis for further discus- 
sion——Bock, “Should We Change Our 
Method of Taxing the Family?” Journal of 
Accountancy, October, 1952. 


How to Collect from the Commissioner 
. . . Getting money is always pleasant but 
the pleasure is accentuated, perhaps, when 
the money can be collected from the Com- 
missioner. As usual, collection is not easy 
and, when a refund is .sought, careful 
thought should be given to the circum- 
stances of each case. 


The two methods by which a taxpayer 
may proceed—petition in the Tax Court and 
suit in a district court—are discussed by the 
author, a member of the Florida bar. He 
points out the advantages of each method 
and indicates the formalities to be followed 
if there is to be a successful termination to 
an action for a refund.—Emmanuel, “Fed- 
eral Tax Refund Procedure,” University of 
Florida Law Review, Summer, 1952. 


Big Business and Big Words. . . “Oligop- 
oly” and “oligopsony” are ugly words, 
says the chairman of the board of Standard 
Oil, but inaccurate and hardly fair in their 
implications when applied to big business. 
—Wilson, “Is Big Business Bad? Fact v. 
Fiction,” Chicago Bar Record, May, 1952. 


be remedied to the extent reasonably pos- 
sible. Most controversies now before the 
courts or the Bureau on capital gains treat- 
ment of livestock sales should be settled in 
favor of the taxpayer, and those taxpayers 
who have reported sales of draft, breeding 
or dairy animals as producing ordinary in- 
come should consider the advisability of fil- 
ing claims for refund for years not closed 
by statutes of limitation. [The End] 








part of the original article, revised and brought up to date, and dealing 
with the sale of growing crops, will appear in our January, 1953 issue. 
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Acq. and Non-acq. 


Is Section 115(gM3) Sufficient? 
SiR: 

The problem of raising funds to pay death 
taxes may become particularly acute in the 
case of estates consisting largely of stock 
in family corporations, and it was with this 


problem in mind that Congress amended 
Section 115(g) of the Code. 


Prior to the addition of subsection (3), an 
estate was confronted with the likelihood 
that the redemption of stock to provide 
funds for the payment of death taxes would 
result in a taxable dividend under Sec- 
tion 115(g). An exception was provided by 
Regulations 111, Section 29.115-9, but Con- 
gress recognized that the regulation did not 
provide a satisfactory solution, “since in 
order to qualify under the regulation the 
estate must dispose of its entire holdings 
in the family business.” 


Remedial legislation was deemed desir- 
able “to prevent the enforced sale of the 
family businesses which are so vital and 
desirable an element in our system of free 
enterprise” to larger competitors, “thus 
tending to accentuate the degree of concen- 
tration of industry in this country.” 


This evolution of Section 115(g)(3) as an 
oblique antitrust measure rather than as a 
direct relief provision designed to alleviate 
the increasingly common problem of estate 
liquidity,, affecting mumerous taxpayers 
whose estates consist largely of stockhold- 
ings in family corporations, may account 
for the inadequacy of the amendment. In 
any event, and whatever the reason, Sec- 
tion 115(g)(3) is not sufficiently broad in 
scope,’ for while it does encourage the re- 
tention of the family business, it fails to 
recognize another important aspect of the 
problem—that of assisting the estate to re- 
tain intact the decedent’s voting rights in 
the corporation. This becomes significant, 
of course, only where the decedent was not 
the sole stockholder. 


Acq. and Non-acq. 


Illustrative of the problem is the case of 
two brothers who own in equal proportion 
the entire capital stock of their corporation 
which operates a thriving department in 
one of our large cities. 


As is customarily the situation with re- 
spect to a family corporation, this one has 
only common stock outstanding. The bulk 
of the estate of each of the brothers is rep- 
resented by their stockholdings in this cor- 
poration:and, in the event of death, it would 
become necessary for the estate of the de- 
ceased to dispose of some of his stock to 
meet what would be a substantial estate tax 
liability. 

By virtue of Section 115(g)(3), upon the 
death of one of the brothers, his estate 
could sell such portion of the stock as might 
be found necessary to the corporation, with- 
out the proceeds of the sale being taxable 
as an ordinary dividend. Unfortunately, 
however, the problem is not thereby solved, 
for the sale of a portion of the decedent’s 
stock would obviously reduce his estate to 
the position of a minority stockholder, sub- 
ject to the disadvantages attendant to that 
status in a close corporation—or, phrasing 
it in more personal terms, the widow and 
children of the deceased brother will be at 
the mercy of the survivor, insofar as their 
remaining interest in the corporation is 
concerned. 


To obviate this result, the two stock- 
holders give consideration to the issuance, 
out of earnings and profits, of a nonvoting 
preferred stock dividend. This would be 
a dividend of preferred stock on common, 
where previously there had been no pre- 
ferred outstanding, and would not be tax- 
able under existing decisions. 

Upon the death of either brother, the 
corporation could, subject to local law, re- 
deem the preferred stock of the deceased, 
thereby providing funds with which to pay 
estate taxes and, at the same time, preserv- 


(Continued on page 927) 
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Meetings of Tax Men 


Tulane Tax Institute—The second annual 
Tulane Tax Institute will be held Novem- 
ber 19-21 at the St. Charles Hotel in New 
Orleans, Louisiana. Tulane University Col- 
leges of Law and of Business Administra- 
tion jointly sponsor the institute. Among 
approximately 30 nationally known tax spe- 
cialists who will lecture at the meeting are 
Paul D. Segher, Herbert J. Miller, M. R. 
Schlesinger, E. Charles Eichenbaum, Merle 
H. Miller, Dr. H. Gordon Hayes, Ellis T. 
Williams, Felix T. Terry and Robert A. 
Schulman. The registration fee is $35. Reg- 
istrations should be mailed to Dr. Robert 
W. French, College of Business Adminis- 
tration, Tulane University, New Orleans, 
Louisiana. 


Institute on the Law of Oil and Gas 
and Taxation.—The ‘ourth annual Institute 
on the Law of Oil and Gas and Taxation 
will be presented by the Southwestern 
Legal Foundation in Dallas, Texas, Janu- 
ary 21-23, 1953. The registration fee is $35; 
single-day registration, $15. Inquiries should 
be directed to the Southwestern Legal Foun- 
dation, Hillcrest at Daniels, Dallas 5, Texas. 


Independent Accountants Association of 
Michigan.—The annual tax clinic of the 
Independent Accountants Association of 
Michigan will be held November 24-25 at 
the Pantlind Hotel, Grand Rapids, Michi- 
gan. Interested persons should contact John 
West, Tax Clinic Chairman, 1978 South 
Division, Grand Rapids 7, Michigan. 


University of Kansas City School of Law 
Symposium.—The Law School of the Uni- 
versity of Kansas City will hold its second 
annual symposium on the preparation of 
federal income tax returns on November 
14, under the direction of Leo H. Whinery, 
who is director of the Law Research and 
Extension Center. 


University of Southern California Insti- 
tute on Federal Taxation.—The fifth annual 


924 





































Taxes... 
Tax People... 
Things Taxed... 


Institute on Federal Taxation, sponsored by 
the University of Southern California School 
of Law, was held October 22-24 in Los 
Angeles. The institute was under the direc- 
tion of Professor John W. Ervin. 


Hidden or Obvious, Federal 
Excise Taxes Net Big Revenue 


The really happy-go-lucky fellow when 
you light up a cigarette is the federal tax 
collector. Uncle Sam’s cut out of each pack 
of cigarettes is eight cents. If you're a 
pack-a-day smoker, your giving up smoking 
would cost the federal treasury $29.20 a 
year. 


The tax on cigarettes is just one of the 
many federal excise taxes—taxes that are 
partly hidden and partly obvious. While 
most people are aware that the federal 
government has a tax on cigarettes and 
alcoholic beverages, they aren’t aware that 
the two brought ovér $4 billion into the 
federal treasury in fiscal 1952. 

You’d have a hard time escaping federal 
excise taxes simply by giving up smoking 
and drinking, however. Pictured on our 
cover are some of the many products from 
which the federal government realizes con- 
siderable revenue each year. 


There is a 20 per cent federal excise tax 
on photographic apparatus and film, 10 per 
cent on most household appliances, radios 
and television sets, and 15 per cent on foun- 
tain pens and mechanical pencils. The gen- 
eral public is not aware of these taxes, 
however, because they are paid by the man- 
ufacturer and are included in the sales price. 
Other excises, such as the 20 per cent tax 
on toilet articles, furs, jewelry and luggage, 
the 15 per cent transportation tax, and the 25 
per cent tax on toll telephone, telegraph and 
radio messages, are more apparent, as they 
are added to the bill. 


In 1952, federal excise tax collections 
amounted to $8,970,965,000, it is reported in 
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the September, 1952 Treasury Bulletin. Total 
internal revenue collections for the year were 
reported at $65,009,393,000. Thus, federal ex- 
cise taxes now account for over 13 per cent 
of the total tax take. It is estimated that 
such taxes absorb about 8 per cent of in- 
comes in the lower tax brackets. 


Twenty-five Years Ago 


We believe that the following item from 
Taxes for November, 1927, needs no 
elaboration: 


“According to expert opinion, the army 
is run down at the heels and the navy is 
approaching the condition of the one-horse 
shay, yet approximately four billion dollars 
have been spent during the last six years for 
army and navy purposes. Many taxpayers 
would welcome a little more light on the de- 
gree of prudence which is being exercised in 
the tremendous expenditures for national 
defense.” 


Tax Executives Institute, Inc., 
ls Eight Years Old This Month 


The first meeting of the Tax Executives 
Institute, Inc., was held November 8, 1944, 
in New York City, by what later became 
the New York Chapter. This first group 
was built around a nucleus of 15 men and 
was the result of an idea conceived by Paul 
W. Smith, of Union Carbide and Carbon 
Corporation, who was the Institute’s presi- 
dent from 1944 until September 30, 1950. 
Mr. Smith felt that the tax executive needed 
to be the member of an organization whose 
primary interest was in tax problems. The 
rapid growth of the organization is evidence 
that such a need did exist and it is also 
evidence of the increasing professional status 
of the tax executive. 


This month, eight years after its first 
meeting, the Tax Executives Institute, Inc., 
has 800 members in 15 regional chapters 
throughout the country. 


The Institute held its first conference in 
1946. Attendance was about 100. This 
year, the seventh annual conference held at 
White Sulphur Springs, West Virginia, was 
attended by well over 300. 

Thomas E. Hurns, of the Detroit Edison 
Company, was elected president of the In- 
stitute at this year’s conference, succeeding 
Paul F. Berger of Los Angeles. 


Chapters of the Institute are located in 
Boston, Dallas, Detroit, Grand Rapids, 
Greensboro, Kansas City, Los Angeles, New 
Orleans, New York City, Philadelphia, 
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Rochester, St. Louis, San Francisco, Syra- 
cuse and Seattle-Tacoma. 


Tax Saturation Point? 


Taxation ceases to be an effective meas- 
ure to prevent inflation in peacetime when 
it exceeds approximately 25 per cent of the 
national income, according to Colin Clark, 
the Australian economist. 


In a recent issue of the National Tax 
Journal, Richard Goode examines the Clark 
theory and its discussion by the Joint Com- 
mittee on the Economic Report. He notes 
that the committee, while it did not reject 
the idea that at some point taxation will 
cease to be anti-inflationary and may be- 
come positively inflationary, felt that the 25 
per cent limit is not applicable in the United 
States at this time. 


Mr. Goode believes that more data are 
needed to evaluate this economic theory 
and that a “showing that excessive taxa- 
tion has undesirable economic consequences 
does not prove that taxes are not anti- 
inflationary, although it may indicate that 
other means of controlling inflation or a 
‘limited degree of open inflation would be 
preferable to higher taxes.” 


Bureau Can Aid Progress 


The Council for Technological Advance- 
ment and the Machinery and Allied Prod- 
ucts Institute recently urged the Bureau of 
Internal Revenue to clarify the status of 
leasing agreements in a pamphlet entitled, 
Legal and Tax Problems in Chattel Leases. 


Both organizations feel that the present 
status of these agreements is such that prog- 
ress in the arts and sciences is being hin- 
dered, since buyers and sellers are not in a 
position to gauge the tax results when chat- 
tel leases are utilized. 


Concern is felt, not over leases which 
have as their subjects consumption goods, 
but over leases of durable goods which are 
used in capital-goods and industrial-equip- 
ment industries which produce the facilities 
of production, distribution, transportation, 
communication and commerce. 


The proper use of the chattel lease would, 
these organizations feel, further technologi- 
cal and economic progress. Buyers and 
sellers feel that there is a great potential use 
for leases in the case of new capital goods, 
since in many cases, outright purchase of 
such goods is not practicable. However, be- 
cause ©! the chaotic state of the law with 
regard to leases of durable goods (it being 
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even worse with regard to lease with option- 
to-purchase clauses), the market, in this 
respect, is stagnant. 


If the Bureau would formulate a set of 
rules, as has been done in other fields, the 
situation would be clarified, progress would 
proceed apace and there also would accrue to 
the federal government the benefits from in- 
creased revenues as the result of increased 
industrial activity and from reduced field 
investigation, fewer office conferences and 
less litigation on the matters of present un- 
certainty. 


Expensive Booklet Explains 
Expensive Government 


In an effort to educate its taxpayers, the 
State of Washington recently has published 
a booklet entitled Your Dollar's Worth of 
State Government. To those taxpayers who 
feel that taxes mean only less money to 
spend, this booklet will come as something 
of a surprise; even those people who feel 
that they are conversant with the tax situa- 
tion will benefit by a close study. Indeed, 
taxpayers in general will glean much useful 
information. 


The title is an apt description of the con- 
tents. There is an opening statement about 
the growth and development of the state 
and a description of its government. The 
booklet then explains the necessity for 
taxes. There follows a complete and ex- 
haustive explanation of how and why the 
taxes are spent. 


Every phase of government spending is 
explained. The explanations are accom- 
panied by charts, graphs, photographs and 
other pictorial aids which greatly assist the 
reader to a better understanding of taxation. 


Government financial legalese is omitted. 
The prose used is clear, simple and free- 
flowing, and simple examples are inter- 
spersed throughout. By the elimination of 
technical language, the ordinary taxpayer 
is enabled to grasp ideas which are funda- 
mental, but which too often are incompre- 
hensible in tax literature. 


The clear printing and good-quality paper 
should, in the long run, represent a worth- 
while expenditure, though there may be 
some complaints taxwise on this point. 


The State of Washington is to be con- 
gratulated on using such initiative to pre- 
sent to its citizens and taxpayers a clear 
and understandable report on a _ subject 
which is foremost in the minds of most 
people today. 


926 


Snyder Kicks Excess Profits 
Tax Toward June, 1953 Grave 


Is the excess profits tax on the skids? 
A recent statement by Secretary of the 
Treasury John W. Snyder did nothing to 
prolong its life. 


Unless Congress re-enacts it before next 
June 30, this World War II tax, which was 
given rebirth following the commencement 
of hostilities in Korea, will die a naturaj 
death. 


In his statement, Snyder indicated that 
the Treasury is not enthusiastic about the 
tax. According to him, the excess profits 
tax is “the most difficult to administer that 
has ever been conceived. It’s almost impos- 
sible to make it equitable. To find a proper 
base period for all types of industry js 
almost an insuperable task.” 


Snyder said that “I don’t see how you 
can tax efficiency, ingenuity and _ good 
management.” He foresees close Congres- 
sional scrutiny of the tax before it would 
be extended. 


The excess profits tax has been an opera- 
tional football that in many instances has 
rebounded sharply against the government. 
When management sees the hope of adding 
to profits through improved efficiency being 
lost because of the profits tax barrier, the 
incentive becomes rather to encourage wasteful 
expenditures that are then borne by the 
government through a reduction in the tax. 
The existence of the tax has also been 
used by labor as a reason for raising wages: 
“Since the biggest share of the wage in- 
crease will be borne by the tax, why not 
grant it?” management is asked; and in 
many cases that is exactly what happens 
and another chip is hewn out of the federal 
program to fight inflation. 


By the excess profits tax, the government 
also appears to be sabotaging its own goal 
of an expanded economy. Management 
can’t be too willing to expand when the 
incentive of larger profits is withdrawn. 


New California Corporation 
Tax Regulations Issued 


The California Franchise Tax Board has 
currently released complete, all-new regula- 


tions covering the corporation franchise and 
income tax laws. 


A few of the more important regulations 
included are: definition of income from 
“sources within this State”; application of 
the law to the activities of foreign corpora- 
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tions in California; what constitutes “doing 
business”; taxation of commencing cor- 
porations; liability of transferee in reor- 
ganization of corporations; and computa- 
tion of tax for corporations resuming busi- 
ness following a period of inactivity. 


Mint Juleps Losing Out 
to Ponies in Kentucky 


Kentucky colonels are spending less time 
on their verandas sipping mint juleps and 
more time at the pari-mutuel windows. The 
August report of the Kentucky Department 
of Revenue observed that consumer tax col- 
lections indicate Kentuckians are drinking 
less whiskey this year,-but making higher 
wagers at the race tracks. 


Also included in the report was the ob- 
servation that “higher federal taxes and 
rising business costs appear to be making 
inroads into corporate profits subject to 
state taxes.” While individual income tax 
collections for July and August revealed 
a slight gain of 1.3 per cent over the similar 
period last year, corporate income tax col- 
lections for the two months dropped 15.6 
per cent and corporation license and organ- 
ization tax receipts declined 24.6 per cent. 


Pay Taxes but Can't Vote 
in Maryland 


Residents in three private housing devel- 
opments on federal property in Maryland 
find themselves in the same classification 
as residents of the District of Columbia— 
they must pay local property taxes but they 
can’t vote. 


This peculiar situation is the result of 
the fact that after property in Arundel 
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County was acquired by the federal govern- 
ment, the state legislature eliminated these 
federal areas from any district. When the 
land was leased from the federal zovern- 
ment by private enterprise for the purpose 
of erecting housing developments, a ruling 
of the Maryland attorney general held that 
the residents of the areas were subject to 
Maryland property taxes. A subsequent rul- 
ing held that while they should also be 
eligible to vote in Maryland, they can’t be- 
cause the areas have never been made a 
part of any district by the state legislature 
following their lease from the federal gov- 
ernment. The county board of supervisors 
can not create any new districts or add to 
any present districts. The state legislature, 
itself, will have to take care of the situation. 


Attack St. Louis Earnings Tax 


The new St. Louis earnings tax is being 
attacked in a test suit filed in the circuit 
court there. The new tax ordinance is the 
same as the previous one which expired 
on July 17, 1950, with the exception that 
the wording of the definition of “‘net profits” 
has been changed. 


The testing petition alleges that the tax 
violates the Missouri Constitution and is 
illegal because the St. Louis charter does 
not authorize an earnings tax. The peti- 
tion also complains of triple taxation, mak- 
ing the tax illegal and void. 


The new tax was imposed under au- 
thority of H. B. No. 50, Laws 1951-1952. 
The amount of the tax is .5 per cent. Em- 
ployers must withhold the tax and remit 
returns monthly rather than quarterly, as 
was required under the old ordinance. 








ing to the estate of the deceased brother 
the 50 per cent voting interest which he 
had owned. It is precisely at this point, 
however, that the limitations of Section 115 
(g) (3) become apparent. At least the 
Treasury has indicated that the issuance 
or redemption of the preferred stock might 
under the circumstances here described— 
a preconceived plan to redeem—be taxable 
as an ordinary dividend. Thus, the promise 
of Section 115(g)(3) is largely nullified by 
threatened attack from another direction. 


It is submitted that of equal desirability 
to relieving an estate from the necessity of 
disposing of a family business to pay death 
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taxes is the assisting of an estate to retain 
the voting interest of the decedent in the 
family business. Section 115(g)(3) is in- 
adequate in this latter respect in that it 
does not exempt from taxation as an ordi- 
nary dividend, the issuance and redemption 
of a preferred stock dividend, issued under 
a preconceived plan to redeem in whole or 
in part, to provide funds for the payment 
of death taxes. An amendment extending 
the benefits of Settion 115(g)(3) in this 
regard would seem to be in order. 


ALFRED SWEDLAW 
BIRMINGHAM, ALABAMA 
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State Tax Calendar 


The State Tax Calendar includes the 
reports and payment due dates for the 


important taxes—franchise, income and 
property. If the states in which you have 
interests are not listed, there are no fran- 
chise, income or property tax reports or 
payments due therein for the month covered. 


ALABAMA: December 15—Corporate in- 
come tax fourth installment due.—Per- 
sonal income tax fourth installment due. 
December 31—Property tax due (last 
day). ' 


ARIZONA: December 15—Property tax 
from private car and airline companies 
due (last day). 


CALIFORNIA: December 10—Property 
tax on personal property secured by real 
estate due (last day).—Real property tax 
semiannual installment due (last day). 
December 15—Personal income tax third 
installment due. 


COLORADO: December 15—Corporate 
income tax fourth installment due.—Per- 
sonal income tax fourth installment due. 


GEORGIA: December 20—Intangible per- 
sonal property taxes delinquent.—Prop- 
erty tax delinquent. 


IDAHO: December 20—Property tax semi- 
annual installment delinquent. December 
22—Personal property tax due. 


KANSAS: December 20—Property. tax first 
installment due. 


LOUISIANA: December 31—Property tax 
due. 


MARYLAND: .December 15—Corporate 
income tax fourth installment due.—Per- 
sonal income tax fourth installment due. 


MINNESOTA: December 15—Corporate 
income tax fourth installment due (over 
$30).—Personal income tax fourth in- 
stallment due (over $30). 
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MISSISSIPPI: December 15—Corporate 
income tax fourth installment due.—Per- 
sonal income tax fourth installment due. 


MISSOURI: December 31—Ad valorem 
license tax from merchants due.—Franchise 
tax due.—Real estate and tangible per- 
sonal property tax due (last day). 


NEBRASKA: December 1—Personal prop- 
erty tax first installment due. 


NEVADA: December 1—Property tax 
quarterly installment due. 


NEW HAMPSHIRE: December 1—Prop- 
erty tax due. 


NEW JERSEY: December 1—Property 
tax from railroad companies due. 


NEW MEXICO: December 1—Property 
tax semiannual installment due. 


NORTH CAROLINA: December 15— 
Corporate income tax fourth installment 
due.—Personal income tax fourth install- 
ment due. 


NORTH DAKOTA: December 15—Cor- 
porate income tax fourth installment due. 
—Personal income tax fourth installment 
due. December 31—Income tax from 
banks and trust companies due. 


OKLAHOMA: December 15—Corporate 
income tax fourth installment due.—Per- 
sonal income tax fourth installment due. 


SOUTH CAROLINA: December 15—Cor- 
porate income tax fourth installment due. 
—Personal income tax fourth installment 
due. December 31—Property tax install- 
ment due. 


UTAH: December 15—Excise (income) tax 
fourth installment due. 


VIRGINIA: December 5—Individual in- 


come tax due.—Property tax due (last 
day). 


WISCONSIN: December 1—Property tax 
from street railways and air carriers and 
heat, light, power, conservation and regu- 
lation and pipeline companies due. 
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Dec nber 1 zens residing or traveling abroad, in- 
iL day for an employee to file with cluding persons in the military or naval 
A a ae Se service on duty outside the United States. 
nployer amended withholding exemp- ie ae ee = : 
ytllieene See SUE Uline eniatine (Regulations 111, Section 29.53-3(a).) 
Orate - ih pape te i Forms: (1) Form 1065; (2)-(4) Form 
a. mn status prior to December 1 has 1120; (5) Form 1040 
et langed. Form W-4. (Regulations 116, a ae 
; ection 405.206.) By general extension, last day for fidu- 
ciaries of estates and trusts to file non- 
ae Dec: uber — taxable returns of income for fiscal year 
per- ] date for fourth quarterly payment ended July 31, 1952. Extension 1s 
‘ corporations on income tax due for not applicable to returns of beneficiaries 
ilendar year 1951 (installment is 15 or other distributees of such estates 
>rop- r cent of the tax). or trusts. (Regulations 111, Section 
D date for employers who withheld 29.53-3(b).) 
— pew henge pin i inf jel Monthly information returns of stock- 
ek We ee holders and of officers and directors of 
22 and Federal Insurance Contribu- foreign personal holding companies due 
> rop- rey ae taxes under al haga a for November. Form 957. (Regulations 
and 1410) during November fo1 111, Sections 29.338-1—29.338-2.) 
posit of such amount with a federal 
perty serve bank or other authorized de- Due date for delivery to local collector of 
jositary. (Regulations 116, Section internal revenue, by stamp depositaries 
4()5.606. ) - of the United States, of requisitions for 
perty Due date, by general extension, of returns all stamps purchased during the pre- 
for the fiscal vear ended June 30 in ceding month, with statement showing 
15 te case of (1) foreign partnerships; stamps on hand at beginning and end 
a ?) foreign corporations which maintain of such month and stamps sold during 
stall- ices or places of business in the that month. Payment also due for pro- 
United States; (3) domestic corpora- ceeds of sales of stamps sold during 
tions which transact their business and preceding month. (Regulations 71, Sec- 

-Cor- keep their records and books of ac- tion 113.142.) 

due. counts abroad; (4) domestic corpora- Desweber 31 

ment tions whose principal income is from 

from sources within the possessions of the Returns for excise taxes due for November. 
United States; and (5) American citi- Forms 726, 727; 728; 7Z28(a), 729; 98z. 

orate e 

‘Per. | City Tax Calendar... 

due. December 15—Arizona: Phoenix business withholding reports and payment due; 
‘ privilege tax reports and payment due. Scranton School District estimated income 
due. Colorado: Denver sales tax reports and tax fourth installment due; _ Scranton 
nee payment due. Ohio: Columbus estimated School District employer withholding 
stall- corporate income tax fourth installment reports and payment due. 

due; Columbus estimated personal income — 

tax fourth installment and, if necessary, December 20—Lowisiana: New Orleans 
») tax amended tax declaration due; Youngs- sales and use tax reports and payment 

town estimated corporate income tax due. 

. fourth installment due; Youngstown December 31— California: Los Angeles 
1 in- estimated personal income tax fourth install- monthly sales and use tax reports and 
(last ment due; Youngstown employer with- payment due. Ohio: Dayton estimated 

holding reports and payment due. corporate income tax fourth installment 
y tax Pennsylvania: Erie employer withholding due; Dayton estimated personal income 
5 ond reports and payment due; Erie personal tax fourth installment due; Toledo esti- 
regu- Income tax fourth installment due; Erie mated corporate income tax fourth in- 
School District income tax fourth install- stallment and, if necessary, amended tax 
ment due; Philadelphia employer with- declaration due; Toledo estimated per- 
azine holding reports due; Scranton employer sonal income tax fourth installment due. 








Other Helpful, Informative CCH Magazines 


Labor Law Journal 


* Specifically designed and edited to promote sound 
thinking on labor law problems, the Labor Law 
Journal publishes incisive articles concerned with the 
intimate and complex relationship of Law, Labor, 
Government, Management, and Union. Month after 
month, the Journal brings you the serious thinking, 
the reasoned conclusions, the viewpoints, and atti- 
tudes of leaders of thought and action—on significant, 
pivotal labor law problems. 


Specialists in that field—from government, law, 
union, education, management — treat troublesome 
phases of labor law in factual, hard- hitting articles. 
No punches are pulled—nothing i is “slanted.” Issued 


monthly; subscription rate—$6 a year. Sample copy 
on request. 


Insurance Law Journal 


% Month after month, this helpful magazine presents Ys : 
timely articles on pertinent subjects of insurance law, Grourance 
digests of recent decisions, comments on pending 

legislation, rulings of state commissioners and attor- Law 

neys general, and other features reflecting the chang- 

ing scene of insurance law. The pe de is edited JournaL 
exclusively for insurance law men, by insurance law 

men. Emphasis is on the insurance law fields of Life, 

Health and Accident, Fire and Casualty, Automobile, 

and Negligence. Issued monthly; subscription rate— 
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